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FEDERAL  TRADE  COMMISSION 

16  CFR  PART  436 

Disclosure  Requirements  and 
Prohibitions  Concerning  Franchising 
and  Business  Opportunity  Ventures; 
Promulgation  of  Final  Interpretive 
Guides 

agency:  Federal  Trade  Commission. 
ACTION:  Promulgation  of  final 
interpretive  guides  for  Trade  Regulation 
Rule  on  Disclosure  Requirements  and 
Prohibitions  Concerning  Franchising  and 
Business  Opportunity  Ventures. 

summary:  On  December  21. 1978  the 
Commission  published  proposed 
interpretive  guides  to  its  Franchising 
and  Business  Opportunities  trade 
regulation  rule  and  invited  public 
comment  on  the  proposed  guides  (43  FR 
59614].  After  reviewing  the  public 
comment,  the  Commission  now 
promulgates  final  guides  to  accompany 
the  rule. 

EFFECTIVE  DATE:  The  effective  date  of 
the  rule  to  which  these  guides 
correspond  is  October  21. 1979. 

FOR  FURTHER  INFORMATION  CONTACT: 
John  M.  Tifford.  Federal  Trade 
Commission.  Pennsylvania  Ave.  and 
Sixth  Street.  N.W..  Washington.  D.C. 
20580.  202-523-1753. 

FINAL  GUIDES  TO  THE 
FRANCHISING  AND  BUSINESS 
OPPORTUNITY  VENTURES  TRADE 
REGULATION  RULE 

Introduction 

These  interpretive  guides  describe  the 
provisions  of  the  Federal  Trade 
Commission’s  trade  regulation  rule 
entitled  “Disclosure  Requirements  and 
Prohibitions  Concerning  Franchising  and 
Business  Opportunity  Ventures"  ("the 
rule")  which  was  promulgated  on 
December  21, 1978,  and  is  effective 
October  21. 1979  (16  C.F.R.  §  436).  These 
guides  neither  amend  nor  modify  the 
rule.  They  have  been  prepared  solely  to 
assist  franchisors  in  understanding  the 
rule  and  complying  with  its  obligations. 

In  general,  the  rule  addresses  the 
problems  of  nondisclosure  and 
misrepresentation  which  arise  when 
prospective  franchisees  purchase 
franchises  without  essential  and  reliable 
information  about  them.  To  alleviate 
these  problems,  the  rule  requires 
franchisors  and  franchise  brokers  to 
furnish  prospective  franchisees  with 
information  about  the  franchisor,  the 
franchisor’s  business  and  the  terms  of 
the  franchise  agreement  in  a  single 
document  (“the  Basic  Disclosure 
Document”).  Additional  information 


must  be  fumished-if  any  claims  are 
made  about  actual  or  potential  earnings 
("the  Earnings  Claim  Document”). 

Copies  of  the  proposed  franchise 
agreements  also  must  be  furnished.  All 
disclosures  must  be  made  at  prescribed 
times  before  any  sale  is  consummated. 

The  rule  requires  disclosure  of 
important  facts.  It  does  not  regulate  the 
substantive  terms  of  the  franchisor- 
franchisee  relationship.  It  does  not 
require  registration,  approval  or  the 
filing  of  any  documents  with  the  Federal 
Trade  Commission  in  connection  with 
the  sale  of  franchises. 

These  interpretive  guides  are 
organized  into  four  sections:  (I)  an 
overview  of  the  rule,  (II)  a  description  of 
each  disclosure  required  in  the  Basic 
Disclosure  Document.  (Ill)  use  of 
earnings  claims  and  (IV)  the  official  text 
of  the  rule. 

1.  An  Overview  of  the  Rule 

This  section  will  interpret  provisions 
of  the  rule  concerning:  (i)  what 
transactions  are  covered,  (ii)  who  is 
obligated  to  make  disclosures  and 
entitled  to  receive  disclosures,  (iii)  when 
disclosures  must  be  m.ade,  (iv)  when 
state  disclosure  documents  may  be 
utilized  in  lieu  of  the  rule’s  disclosure 
documents,  (v)  acts  or  practices  which 
violate  the  rule  and  potential  liabilities, 
and  (vi)  miscellaneous  definitions. 

A.  What  Transactions  Are  Covered 

Two  types  of  continuing  commercial 
relationships  are  defined  as  a 
"franchise”  by  the  rule:  “package  and 
product  franchises”  and  “business 
opportunity  ventures.”  The  specific 
elements  of  these  relationships  are 
described  below.  The  name  which  the 
parties  give  to  their  relationship  is  not 
relevant  in  determining  whether  the 
relationship  is  within  the  scope  of  the 
rule.  Thus,  a  relationship  described  by 
the  parties  as  a  “franchise”  will  not  be 
covered  by  the  rule  unless  it  meets  the 
definitional  criteria  of  the  rule: 
conversely,  a  self-described 
“distributorship”  will  be  covered  by  the 
rule  if  the  definitional  elements  are 
satisfied.  Moreover,  the  rule  covers 
relationships  which  are  represented 
either  orally  or  in  writing  as  having  the 
characteristics  specified  in  the  rule’s 
definition  of  “franchise”  regardless  of 
whether  the  representations  are.  in  fact, 
fulfilled. 

1.  Package  and  Product  Franchises 
(§  436.2(a)(l)(i)  and  (a)(2)) 

A  package  franchise  adopts  the 
business  format  established  by  the 
franchisor  and  identified  by  the 
franchisor’s  trademark.  The  franchisee’s 
method  of  operation  in  producing  the 


goods  or  services  sold  by  him  are 
subject  to  significant  controls  instituted 
by  Ae  franchisor,  or,  alternatively,  the 
franchisor  promises  to  render  significant 
assistance  to  the  franchisee  in  the 
operation  of  the  business.  The 
franchisee  is  required  to  pay  money  to 
the  franchisor.  Examples  of  package 
franchises  include  fast  food  outlets 
(hamburgers,  fried  chicken,  etc.)  car 
products  or  services  (car  washes, 
transmission  centers,  rust  proofing 
services,  etc.)  and  business  aids  and 
services  (tax  preparation  services, 
accounting  services,  etc.). 

A  product  franchise  distributes  goods 
that  are  produced  by  the  franchisor  (or 
under  his  control  or  direction)  and 
which  bear  the  franchisor’s  trademark. 
The  product  franchisor  exercises 
significant  control  over  the  franchisee’s 
method  of  operation  or,  alternatively, 
promises  to  provide  a  significant  degree 
of  assistance  in  the  franchisee’s  method 
of  operation.  The  franchisee  is  required 
to  pay  the  franchisor  for  the  right  to  sell 
the  trademarked  goods,  either  by 
required  purchases  of  equipment, 
supplies,  etc.,  or  by  paying  an  initial  fee 
for  the  right  to  sell  the  goods. 

Thus,  the  three  elements  common  to 
package  and  product  franchises  covered 
by  the  rule  are  (i)  distribution  of  goods 
or  services  associated  with  the 
franchisor’s  trademark,  (ii)  significant 
control  of.  or  significant  assistance  to, 
the  franchisee’s  method  of  operation, 
and  (iii)  required  payments  by  the 
franchisee  to  the  franchisor.  'The 
Commission’s  interpretation  of  these 
elements  is  more  fully  described  in  the 
follow'ing  three  subsections. 

a.  Tradenwrk.  This  element  will  be 
satisfied  only  when  the  franchisee  is 
given  the  right  to  distribute  goods  and 
services  which  bear  the  franchisor’s 
trademark,  service  mark,  trade  name, 
advertising  or  other  commercial  symbol 
(“the  mark”).  The  most  common 
instances  occur  when  either  the  goods 
or  services  being  distributed  by  the 
franchisee  are  associated  with  the 
franchisor’s  mark  or  when  (i)  the 
franchisee  must  conform  to  quality 
standards  established  by  the  franchisor 
with  respect  to  the  goods  or  services 
being  distributed,  and  (ii)  the  franchisee 
operates  under  a  name  that  includes,  in 
whole  or  in  part,  the  franchisor’s  mark. 

The  Commission  does  not  intend  to 
cover  package  or  product  franchises  in 
which  no  mark  is  involved.  If  a  mark  is 
not  necessary  to  a  particular  distribution 
arrangement,  the  supplier  may  avoid 
coverage  under  the  rule  by  expressly 
prohibiting  the  use  of  its  mark  by  the 
distributor. 

b.  Significant  Control  or  Assistance. 
The  term  "significant”  relates  to  the 
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degree  to  which  the  franchisee  is 
dependent  upon  the  franchisor’s 
superior  business  expertise — an 
expertise  made  available  to  the 
franchisee  by  virtue  of  its  association 
with  the  franchisor.  The  franchisee,  in 
order  to  reduce  its  business  risks  or 
enhance  its  chances  for  business 
success,  relies  upon  the  availability  of 
such  expertise  to  avoid  business 
mistakes  that  it  otherwise  might  make. 
The  franchisor  conveys  its  expertise 
either  by  exercising  controls  over  the 
franchisee’s  method  of  operation  of  the 
business  or  by  furnishing  assistance  to 
the  franchisee  in  areas  relating  to  the 
franchisee’s  method  of  operation.  If  the 
controls  over  or  assistance  to  the 
franchisee’s  method  of  operation  of  the 
business  are  “significant,”  then  this 
second  element  of  the  rule’s  definition  is 
met. 

Among  the  significant  types  of 
controls  over  the  franchisee’s  method  of' 
operation  are  those  involving  (a)  site 
approval  for  unestablished  businesses, 
(b)  site  design  or  appearance 
requirements,  (c)  hours  of  operation,  (d) 
production  techniques,  (e)  accounting 
practices,  (f)  personnel  policies  and 
practices,  (g)  promotional  campaigns 
requiring  franchisee  participation  or 
financial  contribution,  (h)  restrictions  on 
customers,  and  (i)  location  or  sales  area 
restrictions. 

Among  the  significant  types  of 
promises  of  assistance  to  the 
franchisee’s  method  of  operation  are  (a) 
formal  sales,  repair  or  business  training 
programs,  (b)  establishing  accounting 
systems,  (c)  furnishing  management, 
marketing  or  personnel  advice,  (d) 
selecting  site  locations,  and  {e) 
furnishing  a  detailed  operating  manual. 

In  addition  to  the  above  listed 
elements — the  presence  of  any  of  which 
would  suggest  the  existence  of 
“significant  control  or  assistance” — the 
following  additional  elements  will,  to  a 
lesser  extent,  be  considered  when 
determining  whether  “significant” 
control  or  assistance  is  present  in  a 
relationship:  (a)  a  requirement  that  a 
franchisee  service  or  repair  a  product 
(except  warranty  work),  (b)  inventory 
controls,  (c)  required  displays  of  goods 
and  (d)  on-the-job  assistance  in  sales  or 
repairs. 

The  Commission  as  a  matter  of  policy 
will  not  consider  the  following  items  in 
determining  whether  “significant” 
control  or  assistance  exists:  (a) 
trademark  controls  designed  solely  to 
protect  the  trademark  owner’s  legal 
ownership  rights  in  the  mark  under  state 
or  federal  trademark  laws  (such  as 
display  of  the  mark  or  right  of 
inspection),  (b)  health  or  safety 
restrictions  required  by  federal  or  state 


laws  or  regulations,  (c)  agreements 
between  a  retailer  and  a  trading  stamp 
company  providing  for  the  distribution 
of  trading  stamps  in  connection  with 
retail  sales  of  merchandise  or  service, 

(d)  agreements  between  a  bank  credit 
interchange  organization  and  retailers  or 
member  banks  for  the  provision  of  credit 
cards  and  credit  services,  and  (e) 
assisting  distributors  in  obtaining 
financing  to  be  able  to  transact 
business. 

The  Commission  will  not  interpret  a 
supplier’s  assistance  in  a  franchisee’s  ' 
promotional  activities  as  “significant,” 
in  the  absence  of  additional  forms  of 
assistance.  This  includes  assistance  in 
furnishing  a  distributor  with  point-of- 
sale  advertising  displays,  sales  kits, 
product  samples  and  other  promotional 
materials  intended  to  assist  the 
distributor  in  making  sales.  It  also 
includes  assistance  in  connection  with 
advertising  in  the  media,  whether 
provided  solely  by  the  franchisor  or  on  a 
cooperative  basis  with  its  franchisees. 

The  Commission’s  interpretation  of 
the  term  “significant”  recognizes  that 
significance  also  is  a  function  of  the 
degree  of  reliance  which  franchisees  are 
reasonably  likely  to  place  upon  the 
controls  or  assistance.  Obviously, 
reliance  is  likely  to  be  greater  in 
circumstances  where  the  franchisee  is 
relatively  inexperienced  in  the  business 
represented  by  the  franchisor,  or  where 
the  relative  financial  risk  assumed  by 
the  franchisee  in  relation  to  its  total 
business  is  greater  [i.e.  adding  a  new 
product  line  which  is  intended  to 
account  for  a  substantial  amount  of  the 
business’  future  sales  or  income 
compared  to  a  modest  amount),  or 
where  controls  or  promised  assistance 
are  unique  to  one  specific  franchisor  as 
opposed  to  typical  industry  practices 
employed  by  all  businesses  in  the  same 
industry. 

Moreover,  it  should  be  emphasized 
that  in  order  to  be  deemed  “significant” 
the  controls  or  assistance  must  be 
related  to  the  franchisee’s  entire  method 
of  operation — not  its  method  of  selling  a 
specific  product  or  products  which 
represent  a  small  part  of  the  franchisee’s 
business.  Controls  or  assistance 
directed  to  the  sale  of  a  specific  product 
which  have,  at  most,  a  marginal  effect 
on  a  franchisee’s  method  of  operating 
the  entire  business  will  not  be 
considered  in  determining  whether 
control  or  assistance  is  “significant.” 

c.  Required  Payments.  The  franchisee 
must  be  required  to  pay  to  the  franchisor 
(or  an  affiliate  of  the  franchisor),  as  a 
condition  of  obtaining  or  commencing 
the  franchise  operation,  a  sum  of  at  least 
$500  during  a  period  from  any  time 
before  to  within  six  months  after 


commencing  operation  of  the 
franchisee’s  business. 

The  Commission’s  objective  in 
interpreting  the  term  “required 
payment”  is  to  capture  all  sources  of 
revenue  which  the  franchisee  must  pay 
to  the  franchisor  or  its  affiliate  for  the 
right  to  associate  with  the  franchisor 
and  market  its  goods  or  services.  Often, 
required  payments  are  not  limited  to  a 
simple  franchise  fee,  but  entail  other 
payments  which  the  franchisee  is 
required  to  pay  to  the  franchisor  or  an 
affiliate,  either  by  contract  or  by 
practical  necessity.  Among  the  forms  of 
required  payments  are  initial  franchise 
fees  as  well  as  those  for  rent, 
advertising  assistance,  required 
equipment  and  supplies — including 
those  from  third  parties  where  the 
franchisor  or  its  affiliate  receives 
payment  as  a  result  of  such  purchases — 
training,  security  deposits,  escrow 
deposits,  non-refundable  bookkeeping 
charges,  promotional  literature, 
payments  for  services  of  persons  to  be 
established  in  business,  equipment 
rental,  and  continuing  royalties  on  sales. 

The  payments  may  be  required  either 
by  contract  or  by  practical  necessity. 
Payments  required  by  contract  would 
include  not  only  those  required  by  the 
franchise  agreement,  but  also  those 
required  in  any  companion  contracts 
which  the  parties  may  execute,  such  as 
a  real  estate  lease.  Payments  made  by 
practical  necessity  include,  among 
others,  those  for  equipment  which  can 
only  be  obtained,  in  fact,  from  the 
franchisor  or  its  affiliate. 

Questions  have  been  raised  as  to 
where,  within  the  foregoing  scheme,  fall 
payments  for  inventory  sold  at  a  bona 
fide  wholesale  price.  The  Commission 
recognizes  that  it  is,  as  a  practical 
matter,  virtually  impossible  to  draw  a 
clear  line  between  start-up  inventory 
that  is  purchased  at  the  franchisee’s 
option,  and  that  which  is  purchased  as  a 
matter  or  practical  or  contractual 
necessity.  In  order  to  minimize 
ambiguity  in  this  respect,  but  consistent 
with  the  Commission’s  objective  that 
“required  payment”  capture  all  sources 
of  hidden  franchise  fees,  the 
Commission  will  not  construe  as 
“required  payments”  any  payments 
made  by  a  person  at  a  bona  fide 
wholesale  price  for  reasonable  amounts 
of  merchandise  to  be  used  for  resale. 
The  Commission  will  construe 
“reasonable  amounts”  to  mean  amounts 
not  in  excess  of  those  which  a 
reasonable  businessman  normally 
would  purchase  by  way  of  a  starting 
inventory  or  supply  or  to  maintain  a 
going  inventory  or  supply. 

Agency  relationships  in  which 
independent  agents,  compensated  by 


49968 


Federal  Register  /  Vol.  44.  No.  166  /  Friday.  August  24.  1979  /  Rules  and  Regulations 


commission,  sell  goods  or  services  [e.g. 
insurance  salespersons)  are  excluded, 
since  there  is  no  “required  payment." 

2.  Business  Opportunity  Ventures 
{§  436.2  (c)(l)[ii)  and  (a)(2)) 

Business  opportunity  ventures  are 
covered  by  the  rule  if  each  of  the 
following  three  elements  is  present 

(1)  The  franchisee  sells  goods  or  services 
supplied  by  the  franchisor  or  its  affiliate,  or 
by  suppliers  with  which  it  is  required  by  the 
franchisor  to  do  business; 

(2)  The  franchisor  secures  retail  outlets  or 
acdounts  for  the  goods  or  services,  or  secures 
locations  for  vending  devices  or  racks,  or 
provides  the  services  of  a  person  to  do  either; 
and 

(3)  The  franchisee  is  required  to  pay  the 
franchisor  or  an  affiliated  person  in  order  to 
obtain  or  commence  the  franchised  business. 

The  most  common  types  of  business 
opportunity  ventures  are 
distributorships,  rack  jobbing  and 
vending  machine  routes.  In  these 
ventures,  the  franchisor  puts  the 
franchisee  into  a  business  of  distributing 
certain  goods  or  services,  usually  those 
of  a  well-known  third  party  (such  as 
film,  juice,  pantyhose,  etc.),  by  providing 
or  suggesting  a  supplier  for  the  goods 
and  representing  that  the  franchisor  will 
establish  retail  accounts  or  place 
vending  machines  or  rack  displays  in 
suitable  locations.  In  some  cases,  the 
franchisor  obtains  the  services  of 
another  person  to  secure  accounts  or 
locations.  For  example,  the  franchisor 
may  represent  that  he  will  secure  ten 
gasoline  stations  to  be  retail  outlets  for 
automotive  after-market  products  [e.g.. 
oil  filters,  gas  additives,  etc.)  or  place 
vending  machines  in  ten  locations.  The 
franchisee  of  a  business  opportunity 
venture  is  required  to  pay  a  fee  or 
purchase  goods  or  equipment  (such  as 
vending  machines  or  display  racks)  in 
order  to  participate  in  the  business 
opportunity  offered  by  the  franchisor. 
The  Commission  expects  that  most 
business  opportunity  ventures  will  be 
covered  by  the  rule. 

3.  Exemptions  and  Exclusions  (§  436.2(a) 
(3)  and  (4)) 

A  relationship  defined  as  a 
“franchise"  under  the  rule  nevertheless 
may  be  exempted  or  excluded  from  the 
rule’s  requirements.  The  rule  exempts 
“fractional  franchises,"  “leased 
departments,"  minimal  investments,  and 
purely  oral  agreements,  and  excludes 
employer-employee  and  general 
business  partnership  relationships, 
relationships  created  by  membership  in 
a  “retailer-owned  cooperative." 
relationships  with  a  testing  or 
certification  service,  and  “single" 
license  relationships.  The  Commission's 


interpretation  of  these  terms  is 
discussed  below. 

a.  Fractional  Franchise.  A  “fractional 
franchise"  relationship  results  when  an 
established  distributor  adds  a 
franchised  product  line  to  its  existing 
line  of  goods. 

The  fractional  franchise  exemption  is 
available  if  two  conditions  are  met. 

The  first  condition  is  that  the 
franchisee  or  any  of  its  current  directors 
or  executive  officers  has  more  than  2 
years  of  prior  management  experience 
at  any  time  in  the  past  in  the  business 
represented  by  the  franchise.  The 
required  experience  may  be  in  the  same 
business  selling  competitive  goods,  or  in 
a  business  that  would  ordinarily  be 
expected  to  sell  the  type  of  goods  to  be 
distributed  under  the  franchise.  For 
example,  the  experience  requirement 
would  be  met  in  a  franchise  for  tires, 
batteries  and  accessories  granted  to  a 
service  station  dealer,  but  not  by  a  truck 
rental  franchise  granted  to  the  dealer. 

The  second  condition  is  that  the 
parties  in  good  faith  anticipated  or 
should  have  anticipated,  at  the  time  of 
entering  into  the  franchise  agreement, 
that  the  sales  arising  from  the  proposed 
relationship  would  represent  no  more 
than  20%  of  the  dollar  volume  of  the 
franchisee’s  projected  gross  sales  within 
the  reasonably  foreseeable  future.  The 
Commission  will  expect  parties  invoking 
this  exemption  to  take  into  account  in 
good  faith  the  franchisee’s  anticipated 
sales  for  a  period  of  at  least  1  year  after 
the  franchisee  begins  selling  the  goods 
or  products  involved  in  the  franchise. 

b.  Leased  Departments.  A  “leased 
department”  is  an  arrangement  in  which 
an  independent  retailer  sells  its  own 
goods  and  services  from  premises 
leased  from  a  larger  retailer  in  the  larger 
retailer’s  store.  Such  arrangements 
usually  occur  in  areas  of  merchandising 
such  as  footwear,  optometry,  tobacco, 
cosmetics  and  jewelry.  This  exemption 
is  applicable  only  if  the  independent 
retailer  is  not  required  directly  or 
indirectly  to  purchase  its  goods  or 
services  from  either  the  large  retailer  or 
from  suppliers  required  or  approved  by 
the  large  retailer. 

c.  Minimal  Investments.  If  the 
payment  which  the  franchisee  is 
required  to  make  to  the  franchisor  or  an 
affiliate  of  the  franchisor  from  any  time 
before  to  within  six  months  after 
commencing  operation  of  the  franchised 
business  is  less  than  $500,  then  the 
relationship  is  exempt  from  coverage 
under  the  rule.  The  exemption  reflects 
the  Commission’s  policy  determination 
that  a  significant  financial  risk  on  the 
part  of  the  franchisee  is  a  necessary 
element  of  a  franchise.  A  franchisee 
commences  operation  when  it  first 


makes  goods  or  services  available  for 
sale.  A  commitment  entered  into  during 
the  first  six  months  which  requires  a 
payment  later  than  six  months  after 
commencing  operation  is  not  counted 
toward  the  $500  minimum,  such  as  a 
promissory  note  or  that  portion  of  lease 
payments  made  after  six  months. 

d.  Oral  Agreements.  The  rule  exempts 
purely  oral  relationships  which  lack  any 
written  evidence  of  a  material  term  of 
the  franchise  relationship  or  agreement, 
as  a  matter  of  policy  to  avoid  problems 
of  proof  in  its  enforcement.  However, 
the  exemption  will  not  be  available 
where  there  is  any  writing,  even  if 
unsigned,  with  respect  to  a  material 
term,  such  as  a  purchase  invoice  for 
goods  or  equipment. 

e.  Employer-Employee  and  General 
Partner  Relationships.  Bona  fide 
employer-employee  relationships  and 
relationships  among  general  partners 
are  excluded  from  coverage  under  the 
rule. 

The  Commission  will  apply  the 
traditional  test  of  “right  of  control”  in 
determining  whether  an  employment 
relationship  exists,  e.g..  whether  a 
salary  or  definite  sum  of  money  is  given 
as  consideration  for  the  work,  or 
whether  the  employee  can  be 
discharged  or  his  employment 
terminated  without  liability  on  the  part 
of  the  principal,  as  well  as  consider 
whether  the  “employee"  must  invest 
money  in  the  business  before  being 
“hired.” 

All  partners  must  be  general  partners 
to  qualify  for  the  exclusion.  The 
Commission  will  look  carefully  at  those 
“employment"  or  “partnership" 
arrangements  which  are  structured  to 
shield  the  “employer"  or  “limited 
partner"  (franchisor)  from  liability  to  the 
disadvantage  of  the  “employee”  or 
“general  partner"  (franchisee). 

f.  Cooperative  Associations.  Two 
types  of  “cooperative  associations” 
qualify  for  this  exclusion:  (1)  agricultural 
cooperatives  authorized  by  the  Capper- 
Volstead  Act,  7  U.S.C.  §  291,  and  (2) 
retailer-owmed  cooperative  chains. 
Retailer-owned  cooperatives  are  those 
operated  by  and  for  independent 
retailers  on  a  cooperative  basis.  The 
members  must  be  independent  retailers, 
and  the  organization  must  furnish 
services  or  goods  primarily  to  its 
members.  The  phrase  “cooperative 
basis"  is  adopted  from  the  federal 
income  tax  statutes  (Section  1381  of  the 
Internal  Revenue  Code)  and  is  intended 
to  provide  a  general  standard  to  cover 
the  multitude  of  cooperative 
arrangements. 

g.  Certification  or  Testing  Services. 
The  rule  excludes  relationships  which 
are  created  solely  by  arrangements  with 
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bona  fide  certification  or  testing 
services,  such  as  that  offered  by 
Underwriters  Laboratory  and  similar 
organizations.  Franchising  involves  ‘ 
distribution  of  goods  or  services  through 
selected  outlets;  in  contrast,  certification 
or  testing  services  authorize  use  of  their 
trademark  by  all  parties  meeting  their 
standards  and  willing  to  pay  their  fee. 

h.  "Single”  Trademark  Licenses.  The 
nile  excludes  trademark  licensing 
arrangements  in  which  a  single  licensee 
is  granted  the  right  to  use  the 
trademark.This  exclusion  also  includes 
a  “one-on-one”  licensing  arrangement, 
i.e.,  the  license  of  a  trademark  to  a 
single  licensee  who  manufactures  the 
trademarked  goods  according  to  the 
licensor's  specifications.  This 
arrangement  is  common,  for  example,  in 
the  clothing  industry  where  trademark 
owners  license  the  manufacture  of 
textiles.  The  exclusion  also  includes 
“collateral  product”  licensing:  i.e.,  the 
practice  of  licensing  a  trademark  which 
is  well-known  in  one  context  [e.g.,  a  soft 
drink)  for  use  in  another  [e.g.,  clothing  or 
decorative  items  embossed  with  the  soft 
drink  logo).  This  exclusion  also  includes 
licensing  agreements  entered  into  in  the 
course  of  settlement  negotiations  in 
trademark  infringement  litigation,  where 
the  licensor  will  grant  the  “infringing” 
party  a  license  to  use  the  trademark  for 
a  specified  period  of  time. 

B.  Who  Makes  and  Receives 
Disclosures 

1.  Who  Makes  Disclosures 

Disclosure  must  be  made  by 
“franchisors”  and  "franchise  brokers." 

A  “franchisor”  is  a  “person”  (defined 
in  §  436.2(b)  to  mean  any  individual, 
group,  association,  partnership, 
corporation  or  other  business  entity) 
who  participates  in  a  transaction 
covered  by  the  rule  (see  paragraph  A 
above)  as  a  franchisor;  that  is,  the 
person  offering  the  business  described 
in  paragraph  A.  This  definition  does  not 
include  a  franchisee  who  sells  his  own 
franchise,  since  the  franchisee  will  not 
be  a  “franchisor”  with  respect  to  the 
relationship  being  offered. 

A  “franchise  broker”  is  defined  in 
§  436.2(j)  to  mean  any  person  [i.e.,  any 
individual,  group,  association, 
partnership,  corporation,  or  other 
business  entity)  other  than  a  franchisor 
or  franchisee  who  sells,  offers  for  sale, 
or  arranges  for  the  sale  of  a  franchise. 
An  organizer  or  promoter  of  a  trade 
show  in  which  franchises  or  business 
opportunities  are  offered  for  sale  is  a 
“franchise  broker”  within  the  meaning 
of  the  rule,  since  such  person  “arranges” 
for  the  sale  of  franchises.  This  definition 
does  not  cover  franchisees  who  sell 


their  own  franchise.  A  sub-franchisor 
authorized  to  offer  or  sell  sub-franchises 
will  be  a  “franchise  broker”  within  the 
meaning  of  the  rule. 

The  rule  establishes  the  same 
obligations  for  both  the  “franchisor”  and 
the  “franchise  broker.”  Either  the 
franchisor  or  the  franchise  broker  may 
satisfy  the  requirements  set  out  in 
§  436.1  (a)-(e)  and  (g)  by  furnishing  the 
required  disclosure  documents.  The 
requirements  of  the  rule,  apply  jointly  to 
both  the  franchisor  and  the  franchise 
broker:  however,  compliance  by  one  will 
constitute  compliance  by  the  other. 

Some  franchisors  permit  their 
franchisees  to  sub-franchise  others. 
Agreements  authorizing  such 
subfranchising  may  range  from 
instances  where  the  sub-franchisor 
merely  “passes  through”  the  terms  and 
conditions  prescribed  by  the  franchisor, 
to  instances  where  the  sub-franchisor 
acts  on  its  own,  with  the  franchisor’s 
role  limited  to  approving  the  sub- 
franchisor’s  selections.  The  more  power 
and  responsibility  the  franchisor  has 
with  respect  to  the  franchises  sold  by 
the  sub-franchisor,  the  more  necessary 
that  disclosures  about  the  franchisor  be 
included. 

When  sub-franchisors  franchise 
others,  the  franchisor  and  sub-franchisor 
are  free  to  decide  between  themselves 
as  to  the  party  responsible  for  preparing 
and  disseminating  the  required 
disclosures.  Both  the  franchisor  and  the 
sub-franchisor  are  responsible  for  each 
other’s  compliance  with  the  rule,  and 
are  jointly  and  severally  liable  for  each 
other’s  violations.  In  preparing  the 
necessary  disclosure  document(s), 
franchisors  and  sub-franchisors  should 
bear  in  mind  that  the  goal  of  the  rule  is 
to  furnish  complete  and  accurate 
disclosure  of  essential  and  reliable 
information.  It  is  their  joint 
responsibility  to  ensure  that  such 
disclosure  is  made.  It  may  be  that  some 
of  the  20  categories  of  information 
required  by  the  Basic  Disclosure 
Document  need  be  answered  by  the  sub¬ 
franchisor  only,  or  by  the  franchisor 
only,  in  order  that  the  answer  will  be 
complete  and  accurate.  Other  categories 
may  require  disclosures  by  both  the  sub- 
franchisor  and  the  franchisor  in  order  to 
be  complete  and  accurate.  The 
determination  of  which  parties  should 
make  which  disclosures  will  depend 
upon  the  type  of  subfranchise 
relationship  the  parties  have 
established. 

As  a  general  rule,  the  Commission 
would  expect  that  categories  1-5  and  20 
would  contain  information  supplied  by 
both  parties,  and  category  16  would  be 
answered  by  the  sub-franchisor  in  all 
cases  and  by  the  franchisor,  also,  if  the 


franchisor’s  statistics  differ  materially 
from  the  sub-franchisor’s  statistics. 
Finally,  to  ease  the  expense  of  certified 
financial  statements,  ^e  Commission 
will  permit  use  of  a  franchisor’s  certified 
financial  statements  without  any 
additional  financial  reporting 
requirement  from  a  sub-franchisor  if  the 
franchisor  absolutely  and  irrevocably 
guarantees  the  obligations  of  the  sub¬ 
franchisor  to  the  franchisee  arising  out 
of  the  franchise  agreement  between 
those  two  parties.  A  sub-franchisor  is 
free  to  include  its  own  financial 
statements  in  addition  to  the 
franchisor’s  financial  statements. 

2.  Who  Receives  Disclosures 

Disclosures  must  be  made  to 
“prospective  franchisees”  and,  in  some 
circumstances,  to  existing  franchisees 
who  extend  or  renew  the  term  of  their 
franchises.  Section  436.2(e)  defines  a 
“prospective  franchisee”  as  “any 
person,  including  any  representative, 
agent,  or  employee  of  that  person,  who 
approaches  or  is  approached  by  a 
franchisor  or  franchise  broker,  or  any 
representative,  agent  or  employee 
thereof,  for  the  purpose  of  discussing  the 
establishment,  or  possible 
establishment,  of  a  franchise 
relationship  involving  such  person.” 
However,  the  prospective  franchisee  is 
not  per  se  entitled  to  disclosure  until  the 
requisite  timeframe  for  such  disclosure. 
This  timeframe  is  described  in 
paragraph  C  below. 

Franchisees  who  exercise  a  right 
under  their  franchise  agreement  to 
establish  new  outlets  for  themselves  (as 
opposed  to  selling  outlets  to  others),  as 
well  as  franchisees  who  choose  to 
extend  or  renew  the  term  of  their 
franchise  agreement,  need  not  be 
furnished  \/ith  the  disclosures  required 
for  prospective  franchisees  unless  the 
new  relationship  is  under  terms  and 
conditions  materially  different  from 
their  present  agreement.  In  interpreting 
whether  disclosure  is  required  in  such 
circumstances  the  Commission  will 
employ  a  flexible  standard  based  upon 
the  extent  to  which  the  disclosure  will 
materially  assist  the  franchisees  in 
making  an  informed  decision. 

A  person  who  purchases  an  existing 
franchise  directly  from  the  franchisee 
who  owns  it,  without  significant  contact 
with  the  franchisor,  is  not  a  prospective 
franchisee.  A  purchaser  who  purchases 
from  an  existing  franchisee  -will  not  be 
deemed  a  prospective  franchisee, 
therefore,  merely  because  the  franchisor 
has,  and  exercises,  a  right  to  approve  or 
disapprove  the  purchaser,  unless  the 
franchisor’s  role  in  the  sale  is  otherwise 
significant.  Franchisors  and  franchise 
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brokers  must  make  required  disclosures 
only  to  prospective  franchisees. 

C.  When  Disclosures  Must  Be  Made 

1.  The  Basic  Disclosure  Document 

The  Basic  Disclosure  Document  must 
be  given  to  a  ‘‘prospective  franchisee”  at 
the  earlier  of  the  first  ‘‘personal 
meeting”  or  the  “time  for  making  of 
disclosures.” 

The  term  “personal  meeting”  is 
defined  as  a  face-to-face  meeting 
between  a  prospective  franchisee  and  a 
franchisor  or  franchise  broker  (or  their 
representatives]  which  is  held  for  the 
purpose  of  discussing  the  sale,  or 
possible  sale,  of  a  franchise.  By 
definition,  a  first  “personal  meeting” 
does  not  include  communication  by 
telephone  or  mail.  Even  where  a  face  to 
face  meeting  occurs,  it  is  not  necessarily 
a  “first”  personal  meeting.  In 
interpreting  this  term,  the  Commission 
will  consider  such  factors  as  whether 
the  franchisor  clearly  indicated  at  the 
outset  of  the  discussion  that  it  was  not 
prepared  to  discuss  the  possible  sale  of 
a  franchise  at  that  time,  whether  the 
meeting  was  initiated  by  the  prospective 
franchisee  rather  than  the  franchisor, 
whether  the  meeting  was  limited  to  a 
brief  and  generalized  discussion  and 
whether  earnings  claims  were  made. 

The  Commission  believes  that  by  using 
common  sense  precautions,  franchisors 
can  defer  the  first  personal  meeting  until 
such  time  as  they  are  prepared  to 
provide  the  required  disclosures. 

The  term  “time  for  making  of 
disclosures”  is  defined  in  §  436.2(g]  as 
ten  business  days  prior  to  the  earlier  of 
(i)  the  execution  by  a  prospective 
franchisee  of  any  franchise  agreement  or 
any  other  agreement  imposing  a  binding 
legal  obligation  on  such  prospective 
franchisee,  about  which  the  franchisor, 
franchise  broker,  or  any  agent, 
representative,  or  employee  thereof 
knows  or  should  know,  in  connection 
with  the  sale  or  proposed  sale  of  a 
franchise:  or  (ii)  the  payment  by  a 
prospective  franchisee,  about  which  the 
franchisor,  franchise  broker,  or  any 
agent,  representative  or  employee 
thereof  knows  or  should  know,  of  any 
consideration  in  connection  with  the 
sale,  or  proposed  sale,  of  a  franchise. 
This  latter  payment  does  not  include 
payments  which  the  prospective 
franchisee  chooses  to  make  on  its  own 
in  connection  with  reviewing  the 
proposed  investment,  such  as  a  retainer 
for  an  attorney  or  a  market  feasibility 
study.  The  term  “business  days”  does 
not  include  Saturdays,  Sundays,  or 
national  holidays. 


2.  Earnings  Claim  Document 

The  Earnings  Claim  Document  must 
be  given  (if  it  is  required  at  all]  to  a 
prospective  franchisee  at  the  earlier  of 
(i]  the  first  personal  meeting  at  which  or 
following  the  time  an-eamings  claim  is 
made  or  (ii]  the  “time  for  making  of 
disclosures.”  An  Earnings  Claim 
Document  prepared  exclusively  for 
media  claims  (§  436.1(e]]  must  be  given 
to  the  prospective  franchisee  at  the 
same  time  that  the  Basic  Disclosure 
Document  is  given;  i.e.,  the  earlier  of  the 
first  personal  meeting  or  the  time  for 
making  of  disclosures. 

3.  Other  Disclosures 

A  copy  of  the  franchisor's  standard 
franchise  agreement  and  any  related 
agreements  [e.g.,  leases,  purchase 
orders,  etc.]  must  be  given  to  the 
prospective  franchisee  when  the  Basic 
Disclosure  Document  is  furnished.  In 
addition,  a  copy  of  the  completed 
franchise  agreement  (and  any  related 
agreements]  which  are  intended  to  be 
executed  by  the  parties  must  be  given  to 
the  prospective  franchisee  at  least  five 
business  days  prior  to  the  day  that  the 
agreements  are  to  be  executed.  A 
revised  copy  of  the  agreement  need  not 
be  provided  if,  within  the  five-day 
period,  minor  revisions  are  made  to  the 
completed  agreement  at  the  request  of 
the  franchisee  which  substantially 
benefit  the  franchisee  and  provide  no 
more  than  de  minimis  benefits  to  the 
franchisor.  Nor  is  a  revised  agreement 
required  if,  within  the  five-day  period, 
purely  typographical  errors  or  omissions 
are  corrected. 

4.  Updating  Disclosures 

To  ensure  that  the  disclosure 
documents  contain  accurate  and  timely 
information,  the  rule  requires  that  they 
be  kept  current.  The  Basic  Disclosure 
Document  must  be  current  as  of  the 
franchisor’s  most  recent  fiscal  year. 
After  the  close  of  its  fiscal  year,  the 
franchisor  has  ninety  days  in  which  to 
prepare  a  revised  Basic  Disclosure 
Document  for  distribution  to  prospective 
franchisees.  In  addition,  the  Basic 
Disclosure  Document  must  be  updated, 
on  at  least  a  quarterly  basis,  whenever  a 
“material”  change  occurs  in  the 
information  contained  in  the  document. 
The  updating  information  may  be 
attached  to  the  Basic  Disclosure 
Document  as  an  addendum.  The 
Earnings  Claim  Document  must  be 
current  as  of  the  time  when  the  earnings 
claim  is  made.  Finally,  and  in  addition 
to  the  above  stated  updating 
requirements,  prospective  franchisees 
must  be  notified  of  any  material  changes 
in  the  information  contained  in  the 


Earnings  Claim  Document  prior  to 
entering  into  a  franchise  relationship. 

D.  State  Disclosure  Documents  and 
Laws 

1.  Uniform  Franchise  Offering  Circular 

Several  states  permit  use  of  a 
disclosure  format  known  as  the  Uniform 
Franchise  Offeri^  Circular  (“UFOC”]  to 
comply  with  their  own  state  registration 
or  disclosure  requirements.  The 
Commission  has  determined  that,  in  the 
aggregate,  the  disclosures  required  by 
the  UFOC  format  provide  protection  to 
prospective  franchisees  which  is  equal 
to  or  greater  than  that  provided  by  the 
rule.  As  a  result,  and  in  an  effort  to 
minimize  compliance  burdens,  the 
Commission  will  permit  the  UFOC  to  be 
used  in  lieu  of  the  disclosure 
requirements  set  forth  in  Section  436.1 
(a]  through  (e]  of  the  rule,  to  satisfy  the 
rule’s  disclosure  requirements.  This 
determination  is  limited  to  the  UFOC 
format  adopted  by  the  Midwest 
Securities  Commissioners  Association 
on  September  2, 1975,  plus  its  associated 
guidelines  and  any  minor  modifications 
thereof,  that  do  not  diminish  the 
protection  accorded  to  a  prospective 
franchisee,  which  may  be  made  or 
allowed  by  a  state  in  which  such 
registration  has  been  made  effective. 

Either  the  rule  or  the  UFOC  disclosure 
format  must  be  used  in  its  entirety. 
Franchisors  or  franchise  brokers  may 
not  pick  and  choose  questions  from  each 
format,  regardless  of  which  specific 
question  may  provide  equal  or  greater 
protection  to  prospective  franchisees. 
Inasmuch  as  UFOC  item  19  (or 
alternative  item  19]  involves  disclosure 
about  earnings  claims,  the  rule's 
earnings  claims  disclosures  set  forth  in 
§  436.1(b]-(e]  will  not  apply  if  the  UFOC 
format  is  utilized,  except  with  respect  to 
the  printed  text  of  advertisements, 
where  the  rule’s  preemption  standard  of 
“inconsistency”  (Note  2  of  the  rule]  will 
apply. 

The  UFOC  format  may  be  used  in  lieu 
of  the  rule  documents  in  any  state, 
notwithstanding  the  presence  or 
absence  of  a  state  franchise  law.  The 
manner  in  which  the  UFOC  may  be  used 
in  lieu  of  the  rule  documents  will  depend 
on  whether  the  UFOC  is  part  of  a 
currently  effective  state  registration.  The. 
three  possibilities  are  as  follows: 

a.  If  the  UFOC  is  used  in  lieu  of  the  rule 
documents  in  a  state  in  which  there  is  a 
currently  effective  registration,  then  in  such 
event,  the  UFOC  document  and  instructions 
should  be  followed  completely,  subject  only 
to  the  modifications  set  forth  later  in  this 
section.  The  Commission  will  presume  the 
sufficiency,  adequacy  and  accuracy  of  the 
document:  however,  the  Commission  retains 
the  right  to  determine  whether  the  UFOC 
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requirements  as  elaborated  in  the  UFOC 
guidelines  have  been  met,  so  that  this 
presumption  should  not  be  viewed  as 
deferring  to  state  law  enforcement.  Moreover, 
the  Commission  will  be  influenced  by 
subsequent  state  determinations  of  disdosure 
violations  when  considering  its  own 
enforcement  alternatives.  The  UFOC  cover 
page  should  be  used;  a  separate  page 
containing  the  information  required  for  the 
cover  to  FTC  documents  pursuant  to 
§  436.1(a)(21)  of  the  rule  must  be  given  to  the 
prospective  franchisee.  This  paragraph  does 
not  apply  to  states  with  disclosure 
requirements  but  not  registration,  like  Hawaii 
and  Oregon. 

b.  If  the  UFOC  is  currently  registered  and 
effective  in  one  state  but  is  used  in  another 
state,  then  in  such  event,  the  UFOC  format 
and  instructions  should  be  followed 
completely  except  that  (a)  answers  to  state- 
specific  questions  (such  as  the  number  of 
franchisees  located  within  the  registration 
state,  franchises  proposed  to  be  sold  in  the 
registration  state,  trademark  information 
relating  to  the  registration  state,  reference  to 
state  laws  concerning  termination  rights  or 
non-competition  covenants,  etc.)  must  be 
changed  so  that  they  refer  to  the  state  in 
w'hich  the  document  will  be  used  rather  than 
the  original  registration  state  in  which  the 
document  was  declared  effective,  (b)  the  FTC 
cover  page  prepared  pursuant  to 

§  436.1(a](21]  must  be  used:  no  UFOC  cover 
page  is  required;  and  (c)  no  Commission 
presumption  of  sufficiency,  adequacy  or 
accuracy  of  the  disclosure  document  will  be 
made. 

c.  If  the  UFOC  format  is  used  when  no 
current  state  registration  is  in  effect,  then  in 
such  event,  in  addition  to  the  obligations  set 
forth  in  paragraph  b.  above,  the  requirements 
of  §  436.1(a)(22)  concerning  timeliness  of 
information  and  updating  requirements  also 
will  apply. 

The  following  provisions  of  the  rule 
still  will  apply  even  when  the  UFOC 
format  is  utilized; 

a.  Scope  of  the  Rule.  Disclosure  must  be 
made  for  all  transactions  covered  by  the  rule, 
regardless  of  whether  such  transactions 
would  require  disclosure  pursuant  to  state 
law. 

b.  Persons  Cohered  by  the  Rule.  Persons 
obligated  to  comply  with  the  rule  are 
determined  by  the  rule,  regardiess  of  whether 
such  persons  would  be  obligated  to  make 
disclosure  under  state  law.  (However,  while 
the  FTC  definitions  determine  persons 
required  to  comply  with  the  rule,  the  UFOC 
definitions  are  used  for  making  disclosures 
using  the  UFOC  format.) 

c.  Timing  of  Disclosures.  The  disclosure 
statement  must  be  furnished  to  the 
prospective  franchisee  at  the  times  mandated 
by  the  rule,  not  by  the  state  law,  unless  the 
state  law  requires  earlier  disclosure. 

d.  Contracts  to  be  Executed.  Prospective 
franchisees  must  be  given  a  copy  of  the 
completed  contracts  and  agreements 
proposed  to  be  executed  at  least  five 
business  days  before  they  can  be  signed. 

e.  Certain  Prohibitions.  Franchisors  and 
franchise  brokers  may  not  make  any 
representation  contradictory  to  those 


appearing  in  the  disclosure  documents. 
Similarly,  no  information  may  appear  in  the 
disclosure  document  unless  it  is  required 
either  by  the  rule  or  by  non-preempted  state 
law. 

f.  Refunds.  Section  436.1(h)  makes  it  an 
independent  violation  of  the  rule  to  fail  to 
return  or  refund  fees  in  accordance  with 
contract  provisions  disclosed  in  the  Basic 
Disclosure  Document  regardless  of  whether 
the  rule  document  or  the  UFOC  document  is 
used. 

2.  Preemption 

The  rule  attempts  to  create  a 
minumum  federal  standard  of  disclosure 
applicable  to  all  franchise  and  business 
opportunity  offerings,  and,  at  the  same 
time,  permits  state  and  local  authorities 
to  provide  additional  concurrent 
protection.  Note  2  of  the  rule  sets  forth 
the  preemption  standard;  namely,  state 
or  local  laws  or  regulations  are 
preempted  only  to  the  extent  that  they 
are  “inconsistent"  with  the  rule — that  is, 
provide  less  protection  to  the 


prospective  franchisee  than  that 
provided  by  the  rule.  The  degree  of 
preemption  is  limited  to  the 
“inconsistency."  Accordingly, 
ftanchisors  and  franchise  brokers  must 
comply  with  non-preempted  state  and 
local  laws  and  regulations  in  addition  to 
the  rule. 

Examples  of  state  and  local  laws  or 
regulations  not  preempted  by  the  rule 
include  (a)  registration  of  franchisors 
and  franchise  salespersons,  (b)  escrow 
or  bonding  requirements,  (c)  substantive 
regulation  of  the  franchisor-franchisee 
relationship,  such  as  termination 
practices,  contract  provisions  and 
financing  arrangements,  and  (d) 
disclosure  laws  and  regulations 
requiring  more  extensive  disclosures 
than  those  provided  by  the  rule. 

The  following  breakdown  gives 
examples  of  preemption  in  several 
situations  (other  than  where  the  UFOC 
is  used)  where  the  rule  and  state 
franchise  laws  overlap: 


STATE  REQUIRES 


FTC  REQUIRES 


FRANCHISOR  MUST  COMPLY  WITH 


Disclosure  of  item  x. . 

(Silent  as  to  item  x) . 

Disclosure  of  item  x . . 

Prohibits  disclosure . 

Registration;  escrow  or  borxting. 

Disclosure  by  Franchisor  x . 

(Silent  as  to  Franchisor  x) . 

Disclosure  by  Franchisor  x . 


(Silent  as  to  item  x) . . . 

Disclosure  of  item  x . 

Disclosure  of  items  x,  y  &  z . 

Disclosure  of  item  x . 

(Silent  as  to  such  requirements). 

(Silent  as  to  Franchisor  x) . 

Disclosure  by  Franchisor  x . 

Disclosure  by  Franchisor  x  &  y .. 


State  disclosure  requrement 
FTC  disclosure  requirement 
Both  State  and  FTC  Requirements. 

FTC  Requirement  state  requirement  is 
preempted. 

State  requirements. 

State  requirement 
FTC  requirement 
State  and  FTC  requirements. 


E.  Acts  or  Practices  Which  Violate  the 
Rule  and  Potential  Liabilities 

It  is  an  unfair  or  deceptive  act  or 
practice  within  the  meaning  of  §  5  of  the 
Federal  Trade  Commission  Act  for  any 
franchisor  or  franchise  broker; 

1.  To  fail  to  furnish  prospective  franchisees 
with  the  Basic  Disclosure  Document  in  the 
manner  and  within  the  timeframes 
esttiblished  in  the  rule  (§  436.1(a)l: 

2.  To  make  any  representations  about  the 
actual  or  potential  sales,  income,  or  profits  of 
existing  or  prospective  franchises  except  in 
the  manner  and  within  the  timeframes 
established  by  the  rule,  including 
dissemination  of  the  Earnings  Claim 
Document  (§  436.1(b)-(e)|: 

3.  To  make  any  claim  or  representation 
(such  as  in  advertising  or  oral  statements  by 
salespersons)  which  is  inconsistent  with  the 
information  required  to  be  disclosed  by  the 
rule  (§  436.1(f)): 

4.  To  fail  to  furnish  prospective  franchisees, 
within  the  timeframes  established  by  the  rule, 
with  copies  of  the  franchisor’s  standard 
forms  of  franchise  agreements  and  copies  of 
the  final  agreements  to  be  signed  by  the 
parties  [§  436.1(g)]:  and 

5.  To  fail  to  return  to  prospective 
franchisees  any  funds  or  deposits  (such  as 
down  payments)  identified  as  refundable  in 
the  Basic  Disclosure  Document  (§  436.1(h)l. 

Violators  are  subject  to  civil  penalty 


actions  brought  by  the  Commission  of 
up  to  $10,000  per  violation.  In  addition, 
the  Commission  may  bring  an  action  in 
federal  or  states  court  for  damages  on 
behalf  of  franchisees. 

The  Commission  believes  that  the 
courts  should  and  will  hold  that  any 
person  injured  by  a  violation  of  the  rule 
has  a  private  right  of  action  against  the 
violator,  under  the  Federal  Trade 
Commission  Act,  as  amended,  and  the 
rule.  The  existence  of  such  a  right  is 
necessary  to  protect  the  members  of  the 
class  for  whose  benefit  the  statute  was 
enacted  and  the  rule  is  being 
promulgated,  is  consistent  with  the 
legislative  intent  of  the  Congress  in 
enacting  the  Federal  Trade  Commission 
Act,  as  amended,  and  is  necessary  to 
the  enforcement  scheme  established  by 
the  Congress  in  that  Act  and  to  the 
Commission’s  own  enforcement  efforts. 

F.  Miscellaneous  Definitions 
1,  “Material” 

A  number  of  provisions  of  the  rule 
refer  to  the  concept  of  “materiality.”  As 
defined  in  §  436.2(n),  the  phrase 
“material  fact"  includes  “any  fact, 
circumstances,  or  set  of  conditions 
which  has  a  substantial  likelihood  of 
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influencing  a  reasonable  franchisee  or  a 
reasonable  prospective  franchisee  in  the 
making  of  a  significant  decision  relating 
to  a  named  franchise  business  or  which 
has  any  significant  financial  impact  on  a 
franchisee  or  prospective  franchisee.” 

2.  “Affiliated  Person” 

Several  provisions  of  the  rule  require 
certain  disclosures  regarding  persons 
“affiliated"  with  the  franchisor.  The 
term  “affiliated  person”  is  defined  in 
§  436.2(e)  to  mean  any  individual,  group, 
association,  limited  or  general 
partnership,  corporation,  or  any  other 
business  entity: 

(a)  Which  directly  or  indirectly  controls,  is 
controlled  by,  or  is  under  common  control 
with,  a  franchisor;  or 

(b)  Which  directly  or  indirectly  owns, 
controls  or  holds  with  power  to  vote,  10 
percent  (10%)  or  more  of  the  outstanding 
voting  securities  of  a  franchisor,  or 

(c)  Which  has,  in  common  with  a 
franchisor,  one  or  more  partners,  officers, 
directors,  trustees,  branch  managers,  or  other 
persons  occupying  a  similar  status  or 
performing  similar  functions. 

In  determining  whether  there  is  a 
“control”  relationship,  the  Commission 
will  look  to  the  degree  to  which  a  person 
has  the  power  or  authority  to  manage  or 
direct  the  course  of  the  other  person. 
Whether  a  control  relationship  exists  is 
a  question  of  fact.  Such  control  may  be 
exercised  directly,  such  as  in  majority  or 
controlling  ownership  of  voting  stock,  or 
indirectly,  such  as  where  a  person  owns 
a  majority  or  controlling  interest  in  an 
intermediary  corporation  which  is  the 
majority  or  controlling  shareholder  of 
the  other  person.  In  determining  whether 
there  is  a  “control”  relationship,  the 
Commission  will  be  guided  by  the 
concept  of  control  employed  in  the 
federal  securities  laws  and  cases 
dealing  with  such  laws. 

II.  The  Basic  Disclosure  Document 

The  Basic  Disclosure  Document 
consists  of  20  categories  of  information. 
Set  forth  below  is  a  description  of  the 
rule  section,  explanation  and  example 
for  each  of  these  20  categories. 

§  436.1(a)(1)  [Identifying  Information 
as  to  Franchisor] 

Rule 

(l](i]  The  official  name  and  address  and 
principal  place  of  business  of  the  franchisor, 
and  of  the  parent  firm  or  holding  company  of 
the  franchisor,  if  any; 

(ii)  The  name  under  which  the  franchisor  is 
doing  or  intends  to  do  business;  and 

(iii)  The  trademarks,  trade  names,  service 
marks,  advertising  or  other  commercial 
symbols  (hereinafter  collectively  referred  to 
as  “marks”)  which  identify  the  goods, 
commodities,  or  services  to  be  offered,  sold, 
or  distributed  by  the  prospective  franchisee. 


or  under  which  the  prospective  franchisee 
will  be  operating. 

Explanation 

Disclosures  should  include  (i)  the 
franchisor’s  name  and  address  as  well 
as  that  of  its  parent  or  holding  company, 
if  applicable,  (ii)  the  name  under  which 
the  franchisor  now  does  or  intends  to  do 
business,  and  (iii)  the  trademarks,  trade 
names,  service  marks  or  commercial 
symbols  (the  “marks”)  which  the 
franchisor  authorizes  the  prospective 
franchisee  to  utilize  in  the  conduct  of  its 
business. 

The  description  of  marks  should 
include  information  about  registration, 
litigation,  and  the  franchisor's 
knowledge  of  any  infringing  uses. 
Franchisors  need  not  discuss  any  marks 
of  companies  whose  products  are 
merely  distributed,  such  as  the  various 
trademarked  food  products  distributed 
by  a  wholesale  grocer  to  its  retailers. 

A  “parent”  controls  the  franchisor 
directly  or  indirectly  through  one  or 
more  intermediaries. 

Example  of  Disclosure 

Doe,  Inc,,  doing  business  under  the  name  of 
Doe  Burgers,  maintains  its  principal  business 
address  at  55  Front  Street,  New  York,  New 
York  mil.  Doe,  Inc.,  is  a  wholly  owmed 
subsidiary  of  Roe  Industries  whose  principal 
place  of  business  is  2  Union  Street,  Rye,  New 
York  22222, 

Pursuant  to  the  franchise  agreement.  Doe, 
Inc.  authorizes  its  franchisees  to  operate  fast 
food  restaurants  under  the  name  “Doe 
Burgers."  The  franchisee  is  also  authorized  to 
use  the  following  trademarks,  service  marks, 
trade  names,  advertising  or  other  commercial 
symbol(s):  (a)  “Big  Doe”;  (b)  “Do-Roe  Cola” 
and  (c)  “Double  Doe  Burger.” 

All  of  the  marks  are  registered  with  the 
United  State  Patent  Office  and  the 
registrations  are  in  the  principal  Register.  The 
mark  “Big-Doe”  also  is  registered  in  the  state 
of  Minnesota.  Doe,  Inc.  is  not  aware  of  any 
current  infringing  uses  of  the  marks  stated 
above,  nor  is  any  litigation  pending  with 
respect  to  any  of  these  marks. 

§  436.1(a)(2)  [Business  Experience  of 
Franchisor’s  Directors  and  Executive 
Officers] 

Rule 

(2)  The  business  experience  during  the  past 
5  years,  stated  individually,  of  each  of  the 
franchisor’s  current  directors  and  executive 
officers  (including,  and  hereinafter  to  include, 
the  chief  executive  and  chief  operating 
officer,  financial,  franchise  marketing, 
training  and  service  officers].  With  regard  to 
each  person  listed,  those  persons’  principal 
occupations  and  employers  must  be  included. 

Explanation 

Disclosure  should  include  the  name 
and  relevant  business  experience  of  the 
franchisor’s  current  directors  as  well  as 
those  executive  officers  who  w'ill  have 


significant  management  responsibility 
with  respect  to  the  marketing  and 
servicing  of  franchises,  such  as  the  chief 
executive  and  operating  ofHcers,  and 
financial,  franchise  marketing,  franchise 
training  and  franchise  service  officers. 

Information  for  each  listed  person 
should  include  the  person’s  current 
position  and  facts  about  his  or  her 
business  experience  during  the 
preceding  five  fiscal  years,  such  as  all 
other  occupation's  or  employment  ' 
(including  name  of  employers  and 
position  or  title  held],  and  any  other 
facts  which  would  assist  a  prospective 
franchisee  in  assessing  the  person’s 
business  experience.  Incidental 
biographical  data,  such  as  age,  address, 
community  activities,  etc.  should  not  be 
included. 

Example  of  Disclosure 
John  Smith,  President 

In  1974,  Mr.  Smith  was  employed  with 
Camper’s  Delight,  Inc.,  a  franchisor  of 
campgrounds,  as  the  Vice  President  of 
Franchise  Marketing.  His  employment  with 
KampKomers,  Inc.,  began  in  1977  when  he 
was  appointed  Director  of  Franchise 
Marketing.  Since  January,  1978,  he  has  served 
as  President  of  KampKomers,  Inc. 

§  436.1(a)(3)  [Business  Experience  of 
the  Franchisor] 

Rule 

(3)  The  business  experience  of  the 
franchisor  and  the  franchisor's  parent  firm  (if 
any),  including  the  length  of  time  each: 

(ij  has  conducted  a  business  of  the  tj'pe  to 
be  operated  by  the  franchisee; 

(ii)  has  offered  or  sold  a  franchise  for  such 
business; 

(iii)  has  conducted  a  business  or  offered  or 
sold  a  franchise  for  a  business  (A)  operating 
under  a  name  using  any  mark  set  forth  under 
paragraph  (a)(l)(iii),  or  (B)  involving  the  sale, 
offering,  or  distribution  of  goods, 
commodities,  or  services  which  are  identified 
by  any  mark  set  forth  under  paragraph 
(a](l](iii];  and 

(iv)  has  offered  for  sale  or  sold  franchises 
in  other  lines  of  business,  together  with  a 
description  of  such  other  lines  of  business. 

Explanation 

Disclosure  relates  to  the  business 
experience  of  the  franchisor  and  any 
parent  corporation,  and  must  include 
complete  information  on  each  of  the 
categories  set  forth  in  the  rule  section. 
The  franchisor  also  should  include  a 
brief  description  of  the  nature  of  its 
business,  its  type  of  business 
organization  [e.g.,  corporation, 
partnership,  etc.)  and  the  state  and  date 
of  its  incorporation  or  organization.  The 
“other  lines  of  business”  disclosure 
(subparagraph  (iv))  is  limited  to  the 
franchisor’s  (and  parent’s)  experience  in 
franchising,  and  does  not  require  non¬ 
franchise  business  history. 
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Example  of  Disclosure 
The  franchisor,  Ralph's  Rentals,  Inc.  was 
originally  incorporated  in  Virginia  on  January 
3, 1962.  Since  then,  it  has  operated  a  full 
service  equipment  rental  store.  Since  1971, 
the  franchisor  has  been  selling  franchises  for 
the  operation  of  retail  establishments  known 
as  Ralph’s  Rentals.  It  has  been  offering 
franchises  since  1971  under  the  marks  set 
forth  in  section  1.  The  franchisor  does  not  sell 
franchises  in  other  lines  of  business. 

§  436.1(a)(4)  [Litigation  History] 

Rule 

(4)  A  statement  disclosing  who,  if  any,  of 
the  persons  listed  in  paragraphs  (a)(2)  and 
(a)(3)  of  this  section: 

(i)  Has,  at  any  time  during  the  previous 
seven  fiscal  years,  been  convicted  of  a  felony 
or  pleaded  nolo  contendere  to  a  felony  charge 
if  the  felony  involved  fraud  (including 
violation  of  any  franchise  law,  or  unfair  or 
deceptive  practices  law),  embezzlement, 
fraudulent  conversion,  misappropriation  of 
property,  or  restraint  of  trade; 

(ii)  Has,  at  any  time  during  the  previous 
seven  fiscal  years,  been  held  liable  in  a  civil 
action  resulting  in  a  final  judgment  or  has 
settled  out  of  court  any  civil  action  or  is  a 
party  to  any  civil  action  (A)  involving 
allegations  of  fraud  (including  violation  of 
any  franchise  law,  or  unfair  or  deceptive 
practicesiaw),  embezzlement,  fraudulent 
conversion,  misappropriation  of  property,  or 
restraint  of  trade,  or  (B)  which  was  brought 
by  a  present  or  former  franchisee  or 
franchisees  and  which  involves  or  involved 
the  franchise  relationship;  Provided, 
however.  That  only  material  individual  civil 
actions  need  be  so  listed  pursuant  to  this 
subparagraph  (4)(ii),  including  any  group  of 
civil  actions  which,  irrespective  of  the 
materiality  of  any  single  such  action,  in  the 
aggregate  is  material; 

(iii)  Is  subject  to  any  currently  effective 
State  or  Federal  agency  or  court  injunctive  or 
restrictive  order,  or  is  a  party  to  a  proceeding 
currently  pending  in  which  such  order  is 
sought,  relating  to  or  affecting  franchise 
activities  or  the  franchisor-franchisee 
relationship,  or  involving  fraud  (including 
violation  of  any  franchise  law,  or  unfair  or 
deceptive  practices  law),  embezzlement, 
fraudulent  conversion,  misappropriation  of 
property,  or  restraint  of  trade. 

Such  statement  shall  set  forth  the  identity 
and  location  of  the  court  or  agency;  the  date 
of  conviction,  judgment,  or  decision;  the 
penalty  imposed;  the  damages  assessed;  the 
terms  of  settlement  or  the  terms  of  the  order 
and  the  date,  nature,  and  issuer  of  each  such 
order  or  ruling.  A  franchisor  may  include  a 
summary  opinion  of  counsel  as  to  any 
pending  litigation,  but  only  if  counsel's 
consent  to  the  use  of  such  opinion  is  included 
in  the  disclosure  statement. 

Explanation 

Disclosure  involves  three  types  of 
franchisor  litigation:  criminal,  civil,  and 
administrative.  For  each  past  criminal, 
civil  or  administrative  proceeding 
disclosed,  set  forth  the  (i)  identity  of  the 
court  or  agency  involved,  (ii)  date  of 
conviction,  judgment,  decision,  order  or 


ruling,  (iii)  amount  of  award  or  judgment 
and  (iv)  terms  of  any  settlement  order  or 
ruling.  The  exact  dollar  amount  of  any 
settlement  need  not  be  disclosed  if  it  is 
not  disclosed  in  any  papers  filed  in 
court.  Instead,  an  approximate  dollar 
amount  may  be  used,  such  as  “the  low 
four  figures”.  Additional  requirements 
dependent  upon  the  type  of  litigation 
disclosed  are  described  below. 

a.  Criminal  litigation.  Subsection  (i) 
requires,  disclosure  of  past  felony 
convictions,  including  those  entered 
after  pleas  of  nolo  contendere,  of  the 
franchisor,  its  current  officers  or 
directors,  and  its  parent  firm,  which 
occurred  within  the  previous  seven 
fiscal  years  and  which  relate  to  those 
felonies  described  in  the  rule.  Disclosure 
is  not  required  with  respect  to  any  other 
criminal  matter,  such  as  proceedings 
which  (a)  are  pending,  (b)  culminated  in 
a  manner  other  than  by  conviction  or  (c) 
involved  crimes  other  than  those  set 
forth  in  subsection  (i). 

,  b.  Civil  litigation.  Subsection  (ii) 
requires  disclosure  of  certain  types  of. 
past  and  pending  civil  actions  where  the 
franchisor,  its  current  directors  or 
officers,  or  its  parent  firm,  is  or  was  a 
party.  The  term  “civil  action”  is  limited 
to  judicial  tribunals  and  arbitrations, 
and  does  not  include  legislative  or 
administrative  proceedings.  Disclosure 
is  required  regardless  of  whether  the 
“party”  is  a  plantiff  or  defendant,  as 
well  as  situations  where  the  party  has 
been  impleaded  or  intervenes  or 
interpleads  others.  It  covers  judgments 
as  well  as  out-of-court  settlements 
where  a  complaint  has  been  served  or 
filed. 

No  disclosure  is  required  unless  both 
the  subject  matter  and  materiality^, 
prerequisites,  described  below,  are 
satisfied. 

The  subject  matter  must  involve  either 
(a)  those  actions  set  forth  in  subsection 
(ii)  or  (b)  actions  by  a  present  or  former 
franchisee  which  involve  the  franchise 
relationship.  A  franchisor  who  offers 
more  than  one  type  of  franchise — fried 
chicken  and  pizza,  for  example — must 
disclose  litigation  involving  the 
franchise  relationship  in  both  types  of 
franchises  in  disclosure  statements 
given  to  prospective  franchisees  of 
either  system. 

Only  material  actions  need  be 
disclosed;  that  is,  actions  which  have  a 
substantial  likelihood  of  influencing  the 
investment  decision  of  a  reasonable 
prospective  franchisee,  or  actions  whose 
pendency  or  outcome  may  have  a 
significant  financial  impact  on  a 
franchisor  or  prospective  franchisee. 
When  a  number  of  material  actions  of  a 
similar  nature  exist,  or  when  an 
individual  non-material  proceeding  is 


combined  with  other  past  or  pending 
non-material  proceedings  involving 
similar  basic  issues,  making  the 
aggregate  impact  of  these  proceedings 
material,  then  disclosure  should  be 
made  about  the  combined  proceedings 
as  a  whole.  An  example  of  this 
combination  would  be  a  situation  where 
each  of  15  franchisees  is  suing  the 
franchisor  about  the  franchisor’s 
reimbursement  policies  on  certain 
required  warranty  work  performed  by 
the  franchisees. 

For  each  pending  civil  proceeding 
disclosed,  including  any  combined 
proceedings  as  a  whole,  the  franchisor 
must  set  forth  a  brief  description  of  the 
factual  basis  alleged  in  the  complaint, 
the  defenses  or  answers  raised,  and  the 
relief  sought.  Disclosure  may  include  a 
summary  opinion  of  counsel  about  the 
merits  of  the  claims  asserted  and  any 
defenses  raised  as  long  as  counsel  has 
consented  to  the  use  of  such  opinion  in 
the  disclosure. 

c.  Administrative-type  proceedings. 
Subsection  (iii)  requires  disclosure  of 
certain  past  or  pending  administrative- 
type  proceedings  in  a  state  or  federal 
agency  or  court  which  seek,  or  have 
resulted  in  currently  effective  injunctive 
or  restrictive  orders,  such  as  complaints, 
consent  agreements,  cease  and  desist 
orders,  and  restraining  or  injunctive 
orders.  Disclosure  is  required  only  when 
the  proceedings  either  relate  to  or  affect 
franchise  activities  or  the  franchisee- 
franchisor  relationship  or  involve  the 
subject  matters  set  forth  in  subsection 
(iii).  Neither  orders  of  general 
applicability  resulting  from 
administrative  rulemaking  nor 
restrictive  orders  resulting  from  private 
negotiations  between  the  franchisor  and 
the  franchisee  need  be  disclosed 
(although  the  latter  may  require 
disclosure  under  subsection  (ii) 
discussed  above). 

For  each  pending  administrative 
proceeding  disclosed,  the  franchisor 
must  set  forth  a  brief  description  of  the 
factual  basis  alleged  in  the  proceeding, 
the  defenses  or  answers  raised,  and  the 
relief  sought.  Disclosure  may  include  a 
summary  opinion  of  counsel  about  the 
merits  of  the  claims  asserted  and  any 
defenses  raised  as  long  as  counsel  has 
consented  to  the  use  of  such  opinion  in 
the  disclosure. 

Example  of  Disclosure 

On  December  2, 1975,  Mr.  Raoul  Meyer, 
current  Vice  President  of  Franchise 
Marketing  for  Whiz  Stores,  Inc.,  was 
convicted  of  mail  fraud  in  violation  of  18 
U.S.C.  §  1341,  in  the  United  States  District 
Court  for  the  District  of  Maryland.  On 
January  30, 1976,  Mr.  Meyer  was  given  a  3- 
year  suspended  sentence  by  U.S.  District 
Judge  Mertz  and  fined  $15,000.  On  January  13, 
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1977,  Consolidated  Amalgamation,  Inc.,  the 
parent  firm  of  Whiz  Stores.  Inc.,  pleaded 
guilty  to  charges  of  an  unlawful  conspiracy  to 
fix  prices  with  respect  to  the  distribution  of 
television  sets.  United  States  v.  Consolidated 
Amaigamation,  Inc.,  Action  No.  77-435C, 
United  States  District  Court  for  the  Eastern 
District  of  New  York.  On  February  20, 1977, 
U.S.  District  Judge  Foster  fined  Consolidated 
Amalgamation,  Inc.,  $250,000.  A  civil  action 
was  filed  against  Whiz  Stores,  Inc.,  in  April, 
1976,  in  the  Superior  Court  of  California, 
County  of  Orange,  entitled  Laughlin  v.  Whiz 
Stores,  Inc.,  Civil  No.  H-4567.  Plantiff 
Laughlin,  a  former  franchisee  of  Whiz  Stores, 
Inc.,  alleges  in  his  complaint  (among  other 
things)  that  Whiz  Stores,  Inc.,  breached  its 
contract  and  its  fiduciary  duties  with  regard 
to  a  franchise  agreement  between  the 
plaintiff  and  Whiz  Stores,  Inc.  Plaintiff  has 
alleged  damages  of  $55,000  and  has  requested 
punitive  damages  of  $500,000.  Whiz  Stores, 
Inc.,  through  its  counsel,  has  denied  such 
allegations  and  counterclaimed  for  unpaid 
royalties  due  under  the  franchise  agreement. 
The  case  is  scheduled  for  trial  in  December, 
1979.  Whiz  Stores,  Inc.,  is  subject  to  a  cease- 
and-desist  order  issued  by  the  Federal  Trade 
Commission  on  March  23, 1975,  prohibiting 
Whiz  Stores,  Inc.,  from  using  unfair  and 
deceptive  practices  in  the  marketing  of 
franchises,  including  the  use  of  atypical 
claims  of  profitability. 

§  436.1(a)(5)  (Bankruptcy  History] 

Rule 

(5)  A  statement  disclosing  who.  if  any,  of 
the  persons  listed  in  paragraphs  (a)(2)  and 
(a)(3)  of  this  section  at  any  time  during  the 
previous  seven  fiscal  years  has: 

(i)  Filed  in  bankruptcy; 

(ii)  Been  adjudged  bankrupt; 

(iii)  Been  reorganized  due  to  insolvency;  or 

(iv)  Been  a  principal,  director,  executive 
officer,  or  partner  of  any  other  person  that 
has  so  filed  or  was  so  adjudged  or 
reorganized,  during  or  within  1  year  after  the 
period  that  such  person  held  such  position  in 
such  other  person.  If  so,  the  name  and 
location  of  the  person  having  so  filed,  or 
having  been  so  adjudged  or  reorganized,  the 
date  thereof,  and  any  other  material  facts 
relating  thereto,  shall  be  set  forth. 

Explanation 

Disclosure  involves  the  bankruptcy 
history  during  the  previous  seven  fiscal 
years  of  the  franchisor,  its  parent  or 
holding  company,  and  those  of  its 
current  directors  and  executive  officers 
for  whom  disclosure  is  required.  With 
respect  to  subsection  (iv),  disclosure  is 
required  only  if  the  bankruptcy  occurred 
during  or  within  one  year  after  the 
person's  association  with  the  bankrupt 
person  or  entity. 

The  franchisor  should  disclose,  with 
respect  to  each  bankruptcy  proceeding 
requiring  disclosure,  (a)  the  name  of  the 
person(s)  or  business  entity  who  has 
filed  in  bankrupty,  been  adjudged 
bankrupt  or  has  been  reorganized  due  to 
insolvency  (if  other  than  the  franchisor, 
the  identity  of  such  persons  should  be 


disclosed,  e.g.,  the  chief  executive 
officer  or  parent  firm):  (b)  the  court  in 
which  the  proceeding  was  held, 
including  the  case  or  docket  number, 
and  the  nature  of  the  proceeding,  i.e„ 
bankruptcy,  reorganization,  etc.  (c)  the 
date  of  the  adjudication  of  bankruptcy 
or  confirmation  of  a  plan  for 
reorganization  and  the  date  of 
discharge;  and  (d)  any  other  material 
facts,  e.g.,  a  summary  of  the  details  of 
the  arrangements  with  creditors.  This 
section  does  not  require  disclosure 
where  the  franchisor  or  an  appropriate 
officer  merely  files  a  claim  in  a 
bankruptcy  proceeding. 

Example  of  Disclosure 

On  January  15, 1976,  Richard  Roe,  President 
of  Kwikkar  Wash  Systems,  Inc.,  was 
adjudged  bankrupt  in  the  United  States 
District  Court  for  the  District  of  Columbia, 
Docket  No.  B-20920-76.  Arthur  Sheppard, 

Vice  President  for  franchise  marketing  was 
President  of  Amalgatron,  Inc.,  from  June,  1975 
April,  1977.  On  July  3, 1977,  Amalgatron,  Inc., 
filed  a  petition  for  reorganization  under 
Chapter  XI  of  the  Federal  Bankruptcy  Act. 

The  plan  is  pending  approval  by  creditors  in 
the  United  States  District  Court  for  the 
District  of  Vermont,  Docket  B-45-76. 

§  436.1(a)(6)  [Description  of  Franchise] 

Rule 

(6)  A  factual  description  of  the  franchise 
offered  to  be  sold  by  the  franchisor. 

Explanation 

Disclosures  should  provide  a  factual 
description  of  the  franchise  being 
offered  for  sale.  The  term  “sold” 
encompasses  purchasing,  leasing, 
licensing  or  other  methods  of 
acquisition.  Included  within  this 
disclosure  should^be  (1)  a  general 
description  of  the  business  to  be 
conducted  by  the  franchisee;  (2)  a 
detailed  discussion  of  the  “business 
format”  and/or  “product  line”  which  the 
franchisee  is  purchasing,  including 
goods  or  services  to  be  sold  by  the 
franchisee;  and  (3)  a  description  of  the 
market  for  the  goods  and/or  services  to  - 
be  sold  by  the  franchisee  [e.g.,  whether 
the  goods  will  be  marketed  to  a  specific 
segment  of  the  community  such  as 
students,  upper  income  consumers,  etc.). 

Example  of  Disclosure 

The  Franchisor  develops,  owns  and 
operates,  and'authorizes  others  to  operate,  a 
quick  service  restaurant  under  the  name  of 
"Doe  Burgers”  (sometimes  hereinafter 
referred  to  as  Doe's  restaurants).  All  Doe's 
restaurants  are  built  to  Company 
specifications  as  to  exterior  style  and  interior 
decor.  The  majority  are  free-standing 
corrugated  iron  buildings  substantially 
uniform  in  design  and  appearance  with 
adjoining  parking  space  for  40  to  60  cars. 
Some  are  storefronts  (which  vary  according 
to  available  locations  but  generally  retain  the 


standard  green  and  orange  decor  and  sign). 
The  typical  free-standing  restaurant  has  a 
cooking  area  and  dining  room  capacity  for 
100  to  120  persons.  The  standardized  decor 
features  bamboo  lamps,  ice  cream  parlor 
chairs,  art  deco  mirrors  and  cultured  marble 
tabletops.  The  restaurants  depend  upon 
serving  a  large  number  of  customers  for  their 
success  and  are  generally  located  in  urban  or 
heavily  populated  suburban  areas. 

Each  Doe's  restaurant  offers  a  uniform 
limited  menu.  Hamburgers  are  featured  in 
three  sizes — Bambi’s  Double-Doe  burger,  and 
Big  Doe — and  are  prepared  with  a  choice  of 
cheese  and  eight  other  condiments.  Also 
offered  are  french-fried  potatoes,  “Do-Ro” 
Cola  and  a  limited  number  of  other 
beverages.  Doe's  hamburgers  are  prepared 
with  fresh  beef. 

The  services  and  products  of  "Doe 
Burgers”  restaurants  are  used  primarily  by 
the  motoring  public  for  quick  service  meals. 

§  436.1(a)(7)  [Initial  Funds  Required  To 
Be  Paid  by  a  Franchisee] 

Rule 

(7)  A  statement  of  the  total  funds  which 
must  be  paid  by  the  franchisee  to  the 
franchisor  or  to  a  person  affiliated  with  the 
franchisor,  or  which  the  franchisor  or  such 
affiliated  person  imposes  or  collects  in  whole 
or  in  part  on  behalf  of  a  third  party,  in  order 
to  obtain  or  commence  the  franchise 
operation,  such  as  initial  franchise  fees, 
deposits,  down  payments,  prepaid  rent,  and 
equipment  and  inventory  purchases.  If  all  or 
part  of  these  fees  or  deposits  are  returnable 
under  certain  conditions,  these  conditions 
shall  be  set  forth;  and  if  not  returnable,  such 
fact  shall  be  disclosed. 

Explanation 

The  franchisor  must  disclose  the 
nature,  amount,  payee  and  due  date  of 
all  monies  which  the  franchisee  must 
pay  in  order  to  obtain  or  commence  the 
franchise  operation,  in  those 
circumstances  when  such  payment  is 
made  either  to  (i)  the  franchisor,  (ii)  an 
affiliate  of  the  franchisor,  or  when  (iii) 
the  franchisor  or  its  affiliate  collects  the 
payment  on  behalf  of  a  third  party.  Such 
payments  include,  but  are  not  limited  to, 
the  initial  franchise  fees,  deposits,  down 
payments,  prepaid  rent,  and  equipment 
and  inventory  purchases.  If  exact 
amounts  for  any  one  or  more  categories 
vary,  then  a  reasonable  range  of 
anticipated  payments  for  each  of  such 
categories  may  be  substituted.  The 
franchisor  need  not  disclose  required 
payments  which  the  franchisee  must 
make  to  obtain  or  commence  the 
franchise  business  (such  as  payments 
for  the  purchase  of  signs)  when  the 
franchisee  has  the  option  to  make  such 
payments  to  unaffiliated  third  parties. 

"The  statement  must  indicate,  for  each 
payment,  whether  all  or  any  part  is 
refundable,  and,  if  so,  under  what 
conditions.  Although  the  rule  neither 
requires  nor  prohibits  refund  promises. 
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section  436.1(h)-  requires  that  refunds 
must  be  made  when  promised.  Failure  to 
do  so  constitutes  a  violation  of  the  rule. 

Franchisors  also  must  disclose  any 
nonrecurring  commitments  of  funds  by 
franchisees  to  the  franchisor  or 
affiliated  persons  for  securing  the 
franchise  if  the  commitment  is  made 
when  the  franchise  relationship  is 
commenced,  even  though  payment  is  not 
required  until  a  later  date,  such  as  a  12- 
month  deferred  payment  of  a  part  of  the 
franchise  fee. 

It  is  recommended,  though  not 
required  by  the  rule,  that  franchisors 
disclose  the  nature  and  approximate 
amount  of  other  payments  that  a 
franchisee  would  need  to  make  to  obtain 
or  commence  business. 

Example  of  Disclosure 

A  MAR,  Inc.  franchisee  is  required  to  make 
a  total  initial  expenditure  of  $5,000.  A 
franchise  fee  in  the  amount  of  $2,000  is 
payable  to  the  franchisor  upon  signing  the 
franchise  agreement.  The  remaining  $3,000  is 
due  and  payable  by  the  franchisee  to  PhR, 

Inc.,  a  wholly-owned  subsidiary  of  MAR,  Inc., 
upon  delivery  of  the  vending  machines  and 
supplies  listed  in  the  franchise  agreement. 

The  franchise  fee  of  $2,000  is  nonrefundable. 
Eighty  percent  (80%)  of  the  equipment  fee  to 
PhR.  Inc.  is  refundable  if  the  equipment  is 
returned  within  30  days  of  delivery  in  good 
working  order. 

§  436.1(a)(8)  [Recurring  Funds 
Required  To  Be  Paid  by  a  Franchisee] 

Rule 

(8)  A  statement  describing  any  recurring 
funds  required  to  be  paid,  in  connection  with 
carrying  on  the  franchise  business,  by  the 
franchisee  to  the  franchisor  or  to  a  person 
affiliated  with  the  franchisor,  or  which  the 
franchisor  or  such  affiliated  person  imposes 
or  collects  in  whole  or  in  part  on  behalf  of  a 
third  party,  including,  but  not  limited  to. 
royalty,  lease,  advertising,  training,  and  sign 
rental  fees,  and  equipment  or  inventory 
purchases. 

Explanation 

The  franchisor  must  disclose  the 
nature,  amount  and  payee  of  all 
payments  which  a  franchisee  must  make 
on  a  recurring  basis  in  carrying  on  the 
franchise  business,  in  those 
circumstances  when  those  payments  are 
made  to  (i)  the  franchisor,  (ii)  an  affiliate 
of  the  franchisor,  or  when  (iii)  the 
franchisor  or  its  affiliate  collects  the 
payment  on  behalf  of  a  third  party.  Such 
payments  include,  but  are  not  limited  to, 
royalty,  lease,  advertising,  training,  sign 
rental  fees  and  equipment  purchases. 
Two  categories  of  recurring  payments 
should  be  listed:  those  payable  on  a 
regular  periodic  basis,  such  as  royalties, 
advertising  and  inventory  purchases  (in 
those  circumstances  where  there  are 
minimum  purchase  requirements),  and 


those  infrequent  anticipated  expenses  of 
a  major  nature  such  as  the  replacement 
cost  of  expensive  equipment. 

The  amount  of  the  payments  should 
be  expressed  in  an  estimated  dollar 
amount.  If  the  amount  of  payments  are 
dependent  on  a  variable,  such  as  sales 
volume,  then  these  amounts  may  be 
expressed  as  a  percentage  of  such 
variable.  Where  no  accurate  dollar 
amount  is  available,  an  estimated 
payment  range  may  be  used.  Infrequent 
anticipated  major  expenses  may  be 
expressed  either  in  their  present  or 
estimated  future  cost. 

Example  of  Disclosure 
Regular  Periodic  Payments 

Royalty — The  franchisee  pays  to  Hudson, 
Inc.  a  royalty  of  six  percent  on  total  gross 
sales.  Cross  sales  include  all  cash  and  charge 
room  sales  made  at  the  franchisee’s  Hudson 
Inn. 

Reservation  Service — The  franchisee  is 
required  to  pay  Hudson  Reservation  and 
Travel  Service.  Inc.,  an  affiliate  of  the 
franchisor,  a  charge  of  $2.00  per  reservation 
obtained  through  and  provided  by  Hudson 
Reservations. 

Advertising  fee — The  franchisee  will  pay 
Hudson,  Inc.  an  advertising  fee  of  3  percent 
on  total  gross  room  sales. 

Infrequent  Major  Expenses 

The  Hudson  Vacupump  room  vacuum 
system  which  all  franchisees  are  required  to 
operate  and  which  can  be  purchased  only 
from  Hudson,  Inc.,  has  an  estimated  useable 
life  of  10  years  and  now  costs  approximately 
$10,000  installed. 

§  436.1(a)(9)  [Affiliated  Persons  the 
Franchisee  is  Required  or  Advised  To 
Do  Business  With  by  the  Franchisor] 

Rule 

(9)  A  statement  setting  forth  the  name  of 
each  person  (including  the  franchisor)  the 
franchisee  is  directly  or  indirectly  required  or 
advised  to  do  business  with  by  the 
franchisor,  where  such  persons  are  affiliated 
with  the  franchisor. 

Explanation 

The  franchisor  must  list  those 
suppliers  who  it  requires  or  advises  the 
franchisee  to  use,  regardless  of  whether 
the  supplier  is  the  sole  approved 
supplier  or  one  of  several  approved 
suppliers,  whenever  such  supplier  is 
either  the  franchisor  or  an  affiliate  of  the 
franchisor.  The  supplier  should  be  listed 
even  if  its  use  is  recommended  rather 
than  required.  A  brief  description  of  the 
goods  or  services  supplied  by  any  listed 
supplier  also  must  be  disclosed.  This 
disclosure  differs  from  that  required  in 
the  next  category,  [i.e.,  §  436.1(a)(10) 
which  concerns  circumstances  where  a 
franchisee  is  required  to  purchase,  lease, 
or  rent  a  good  or  service  from  a  specific 
supplier],  since  the  disclosure  pursuant 
to  this  section  of  the  rule  is  required 


only  when  the  listed  supplier  is  either 
the  franchisor  or  an  affiliate.  Where  a 
supplier  could  be  identified  under  both 
sections,  the  disclosure  should  be  made 
in  this  section  with  a  cross  reference  to 
this  section  contained  in  the  disclosure 
for  §  436.1(a)(10). 

Example  of  Disclosure 

[Assume  the  following  fact  situation:  A 
franchisor  is  offering  a  vending  machine 
route.  The  franchisee  is  required  to  purchase 
the  vending  machine  from  the  franchisor.  The 
franchisee  has  the  choice  of  a  specified 
number  of  products  to  be  distributed  from  the 
machines,  and  the  sources  of  those  products 
are  limited  by  the  franchise  agreement.  Acme 
Company  is  the  parent  firm  of  the  franchisor. 
Ace  Products  Company's  President  is  also 
President  of  the  franchisor.  Bard  Distributors 
is  not  "affiliated”  with  the  franchisor,  but  is 
an  approved  source  of  fruit  juice.  In  this 
situation,  the  following  disclosure  would  be 
appropriate:] 

If  the  franchisee  chooses  to  vend  canned 
food  products,  such  products  must  be 
purchased  from  Acme  Company.  If  the 
franchisee  chooses  to  vend  fruit  juice,  such 
juice  must  be  purchased  from  a  limited  group 
of  suppliers,  including  Acme  Company  or  Ace 
Products  Company,  both  of  which  are 
affiliated  with  the  franchisor.  If  the 
franchisee  wishes  to  vend  non-food  products, 
he  or  she  may  purchase  such  products  from 
any  source  (as  long  as  they  meet  our 
specifications),  although  we  recommend  that 
such  products  be  purchased  from  Ace 
Products  Company.  If  the  franchisee  chooses 
to  vend  soft  drinks,  they  must  be  purchased 
from  the  franchisor.  Further  restrictions  on 
supplies  are  noted  in  the  next  section. 

§  436.1(a)(10)  [Obligations  to  Purchase] 

Rule 

(10)  A  statement  describing  any  real  estate, 
services,  supplies,  products,  inventories, 
signs,  fixtures,  or  equipment  relating  to  the 
establishment  or  the  operation  of  the 
franchise  business  which  the  franchisee  is 
directly  or  indirectly  required  by  the 
franchisor  to  purchase,  lease  or  rent;  and  if 
such  purchaes,  leases  or  rentals  must  be 
made  from  specific  persons  (including  the 
franchisor),  a  list  of  the  names  and  addresses 
of  each  such  person.  Such  list  may  be  made 
in  a  separate  document  delivered  to  the 
prospective  franchisee  with  the  prospectus  if 
the  existence  of  such  separate  document  is 
disclosed  in  the  prospectus. 

Explanation 

This  section  requires  a  description  of 
specified  items,  related  to  the 
establishment  or  operation  of  the 
franchise  business,  which  the  franchisor 
requires  the  franchisee  to  purchase, 
lease  or  rent.  Such  items  may  consist  of 
real  estate,  services,  supplies,  products, 
inventories,  signs,  fixtures,  equipment, 
etc.  If  any  listed  items  must  conform  to 
certain  franchisor-imposed 
specifications,  such  as  brand  names  or 
product  standards,  [e.g.,  a  requirement 
for  a  sign  at  least  six  feet  tall  with 


43976 


Federal  Register  /  Vol.  44.  No.  166  /  Friday.  August  24.  1979  /  Rules  and  Regulations 


illuminated  letters  on  a  green 
background  instead  of  a  requirement 
that  the  franchisee  have  a  sign)  the 
existence  of  such  specifications  must  be 
disclosed.  If  such  specifications  make 
the  item  substantially  more  expensive  or 
difficult  to  obtain,  then  such  fact  should 
be  mentioned.  The  franchisor  also 
should  indicate  the  manner  in  which  the 
franchisor  issues  and  changes 
specifications,  and  its  business 
justification  for  such  specification(s). 

It  is  unnecessary  to  list  items  which 
any  business  would  need  in  its  ordinary 
operation,  like  stationery  (unless,  for 
example,  the  franchisor  requires  that 
stationery  be  of  a  certain  color  and/or 
carry  the  franchisor’s  logo)  telephones, 
etc. 

If  a  required  purchase,  lease,  or  rental 
must  be  made  from  a  person  or  among  a 
group  of  persons  specified  by  the 
franchisor,  the  names  and  addresses  of 
such  suppliers  should  be  disclosed 
together  with  the  business  justification 
for  such  restricted  purchase  list  and  the 
manner  in  which  the  franchisor  issues 
and  changes  approved  suppliers. 

The  list  of  required  purchases  and 
required  suppliers  may  be  contained  in 
a  document  separate  from  the  Basic 
Disclosure  Document,  if  the  separate 
document  is  delivered  to  the  prospective 
franchisee  along  with  the  Basic 
Disclosure  Document,  and  if  the  Basic 
Disclosure  notes  the  existence  of  such 
other  document. 

Example  of  Disclosure 

(1)  Kiddycare  Co.  sets  minimum  quality 
standards  and  specifications  for  interior 
design,  including  carpeting,  draperies,  wall 
paints  and  furnishings,  including  desks, 
tables,  chairs  and  lighting. 

The  franchisee  is  required  to  purchase  toys, 
educational  games,  arts  and  crafts  supplies, 
and  playground  equipment  (including  swing 
set,  jungle  gym,  and  teeterboards)  from  the 
franchisor. 

Kiddycare  illuminated  signs  must  be 
purchased  from  either  Signo  Co.,  1754 
Wilkshire  Pike,  Oklahoma  City,  Oklahoma,  or 
Kidco  Co.,  154  Subsidiary  Lane,  Omaha, 
Nebraska. 

Other  than  the  items  described  above, 
there  are  no  other  items  which  Kiddycare 
requires  its  franchisees  to  purchase,  lease  or 
rent.  Obviously,  Kiddycare  franchisees,  like 
other  businessmen,  will  need  to  purchase  the 
customary  and  usual  type  and  amount  of 
business  supplies  like  cash  registers, 
stationery,  etc. 

These  requirements  are  included  in  order 
to  assure  the  health  and  safety  of  customers. 

(2)  [Assume  the  same  fact  example  set 
forth  in  the  discussion  of  §  436.1(a)(9)  above.) 

The  franchisee  is  required  to  purchase  a 
minimum  of  three  vending  machines  from  the 
franchisor.  In  addition,  the  franchisee  is 
required  to  purchase  at  least  $300  worth  of 
initial  inventory  of  his  or  her  choice. 

This  requirement  is  included  to  ensure  the 
franchisor  of  minimum  economies  of  scale. 


§  436.1(a)(ll)  Revenues  Received  by  the 
Franchisor  in  Consideration  of 
Purchases  by  a  Franchisee] 

Rule 

(11)  A  description  of  the  basis  for 
calculating,  and,  if  such  information  is  readily 
available,  the  actual  amount  of,  any  revenue 
or  other  consideration  to  be  received  by  the 
franchisor  or  persons  affiliated  with  the 
franchisor  from  suppliers  to  the  prospective 
franchisee  in  consideration  for  goods  or 
services  which  the  franchisor  requires  or 
advises  the  franchisee  to  obtain  from  such 
suppliers. 

Explanation 

Disclosure  is  limited  to  situations  in 
which  (a)  the  supplier  (or  group  of 
suppliers)  is  a  required  or  advised 
source  of  franchisee  purchases  and  (b) 
the  rebate  is  received  by  the  franchisor 
as  a  result  of  such  purchases  by  the 
franchisee.  The  term  "rebate”  refers  to 
any  revenue  or  other  monetary  or  non¬ 
monetary  consideration,  including  but 
not  limited  to  cash  payments  in  the  form 
of  “kickbacks"  or  commissions.  Volume 
discounts  resulting  solely  from  a 
franchisor’s  own  purchases  for  its  own 
use  (as  opposed  to  purchases  which 
later  are  resold  to  franchisees)  need  not 
be  disclosed. 

Franchisors  must  describe  both  the 
basis  for  calculating  rebates  and  the 
amount  received  by  them  or  their 
afniiates.  If  the  franchisor  is  reasonably 
capable  of  computing  the  exact  amount 
of  the  rebate,  he  must  do  so;  otherwise 
an  estihiate  may  be  set  forth. 

Example  of  Disclosure 

(1)  [Assume  the  same  fact  example  set 
forth  in  the  discussion  of  §  436.1(a)(9)  above]. 
The  franchisor  receives  a  flat  4  percent 
commission  from  Acme  Company  on  all  fruit 
juice  sold  to  franchisees.  In  recent  years,  the 
total  commissions  received  have  ranged  from 
$2,500  to  $3,000  annually. 

(2)  Food  Services  Supply  Co.,  an  affiliate  of, 
the  Fast  Food  Compnay,  has  an  annual 
discount  arrangement  with  Herd  Ovens,  Inc., 
a  manufacturer  of  pizza  ovens,  under  which  it 
receives  credits  or  rebates  from  Herd  based 
on  5%  of  the  annual  volume  of  purchases 
made  by  Fast  Food  franchisees.  The  rebate 
for  1979  has  not  been  received,  nor  has  the 
company  received  a  breakdown  from  Herd 
Ovens  of  accrued  rebates  to  date.  In  1977  it 
received  a  $2,500  rebate  and  in  1978  it 
received  a  $2,750  rebate. 

§  436.1 (a)(12)  [Financing 
Arrangements] 

Rule 

(12)(i)  A  statement  of  all  the  material  terms 
and  conditions  of  any  financing  arrangement 
offered  directly  or  indirectly  by  the 
franchisor,  or  any  person  affiliated  with  the 
franchisor,  to  the  prospective  franchisee;  and 

(ii)  A  description  of  the  terms  by  which  any 
payment  is  to  be  received  by  the  franchisor 
from  (A)  any  person  offering  financing  to  a 


prospective  franchisee;  and  (B)  any  person 
arranging  for  ffnancing  for  a  prospective 
franchisee. 

Explanation 

Disclosures  should  describe  the 
material  terms  of  financing 
arrangements  offered  to  the  franchisee, 
where  such  financing  is  to  be  made 
directly  by  the  franchisor  or  any 
affiliated  person,  or  indirectly  through 
third  parties  who  lend  money  to 
franchisees  as  a  result  of  an 
arrangement  with  or  through  the 
intercession  of  the  franchisor.  Material 
terms  would  include,  for  example,  the 
name  and  address  of  the  lender;  the 
maximum  amount  to  be  financed;  the 
term  and  annual  percentage  rate  of  the 
loan;  any  required  collateral;  repayment 
rights  and  penalties;  and  provisions  in 
the  event  of  default.  Where  such  terms 
vary  over  time  and  from  offer  to  offer 
(such  as  interest  rates)  the  franchisor 
should  indicate  the  range  of  such  terms 
which  have  been  offered  in  the  recent 
past. 

The  franchisor  must  describe  any 
rebate  to  be  received  by  it,  or  an 
affiliate,  from  a  third  person  arising  out 
of  or  in  consideration  of  a  franchisee’s 
ffnancing  arrangement,  such  as  a 
finder’s  fee. 

Neither  open  account  financing 
payable  within  90  days  nor  franchise 
fees  payable,  without  interest,  over  a 
period  of  time,  need  be  disclosed  under 
this  section. 

Example  of  Disclosure 

A  cash  downpayment  of  $2,500  of  the 
$7,500  franchise  fee  is  required.  Financing  for 
the  balance  ($5,000)  is  available  from  Allied 
Co.,  Inc.,  a  subsidiary  of  the  franchisor.  The 
terms  of  such  financing,  which  are  negotiable 
and  subject  to  change,  are  contained  in  a 
monthly  installment  note  to  be  signed  by  the 
franchisee.  In  the  past  two  years,  the  interest 
rate  has  ranged  from  8V2%  to  10V^%  per 
annum. 

The  note  is  secured  by  the  equipment  on 
the  franchisee’s  premises;  the  indebtedness 
may  be  prepaid  in  full  without  prepayment 
penalty;  there  is  no  acceleration  of  payment 
of  principal  upon  default;  and  the  franchisee 
waives  no  defenses.  The  franchisor  receives 
no  payment  from  any  person  offering 
financing,  or  arranging  for  the  placement  of 
financing,  for  a  prospective  franchisee. 

§  436.1(a)(13)  [Restriction  of  Sales] 

Rule 

(13)  A  statement  describing  the  material 
facts  of  whether,  by  the  terms  of  the 
franchise  agreement  or  other  device  or 
practice,  the  franchisee  is: 

(i)  Limited  in  the  goods  or  services  he  or 
she  may  offer  for  sale; 

(ii)  Limited  in  the  customers  to  whom  he  or 
she  may  sell  goods  or  services; 
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(iii)  Limited  in  the  geographic  area  in  which 
he  or  she  may  offer  for  sale  or  sell  goods  or 
services:  or 

(iv)  Granted  territorial  protection  by  the 
franchisor,  by  which,  with  respect  to  a 
territory  or  area,  (A)  the  franchisor  will  not 
establish  another,  or  more  than  any  fixed 
number  of,  franchises  or  company-owned 
outlets,  either  operating  under,  or  selling, 
offering,  or  distributing  goods  commodities  or 
services,  identified  by  any  mark  set  forth 
under  this  paragraph  (a)(l)(iii);  or  (B)  the 
franchisor  or  its  parent  will  not  establish 
other  franchises  or  company-owned  outlets 
selling  or  leasing  the  same  or  similar  products 
or  services  under  a  different  trade  name, 
trademark,  service  mark,  advertising  or  other 
commercial  symbol. 

Explanation 

This  provision  requires  a  description 
of  whether  the  franchisee  is: 

(i)  Limited  in  the  type  of  products  or 
services  it  may  sell: 

(ii)  Limited  in  the  customers  to  whom  it 
may  sell: 

(iii)  Limited  in  the  geographic  area  in  which 
it  may  sell:  or 

(iv)  Granted  territorial  protection  by  the 
franchisor. 

Any  of  the  foregoing  limitations  or 
grants  may  result  from  specific  terms  of 
the  franchise  agreement  or  any  “other 
device  or  practice"  instituted  by  the 
franchisor,  such  as  written  or  verbal 
understandings,  or  provisions  in  other 
agreements.  With  respect  to  the 
limitations  described  above,  the 
disclosure  must  describe  the  specific 
limitation(s)  involved  and  the 
franchisor's  reason(s)  for  imposing  such 
limitation(s).  In  addition,  disclosures 
should  be  made  concerning  any 
limitation  of  a  franchisee’s  right  to  sell 
competing  goods  or  services,  or  any 
requirement  that,  with  respect  to  the 
franchisor’s  goods  or  services,  either  (a) 
all  must  be  offered  for  sale  or  (b)  some 
may  not  be  offered  for  sale.  The 
description  of  any  geographic  limitation 
on  a  franchisee  should  include  the 
typical  boundaries  of  such  area.  If  the 
franchisee  is  limited  to  selling  goods  or 
services  from  a  particular  location  this 
fact  should  also  be  disclosed.  If  the  size 
of  the  franchisee’s  selling  area  is  subject 
to  negotiation,  this  must  also  be 
indicated. 

Descriptions  about  exclusive 
franchisee  sales  areas  or  areas  of 
territorial  protection  should  include  (a) 
the  typical  boundaries  of  such  area,  (b) 
a  description  of  the  territorial 
restrictions  imposed  on  the  franchisor  or 
an  affiliate  limiting  the  number  of 
franchises  or  company-owned  outlets 
for  the  operation  of  a  business  using  the 
same  trade  names,  trademarks,  service 
marks  or  logos  to  be  used  by  the 
franchisee  within  the  area  or  territory 
granted  by  the  franchisor,  and  (c)  a 


description  of  the  territorial  restrictions 
imposed  on  the  franchisor  and  its  parent 
limiting  the  number  of  franchise  or 
company-owned  outlets  for  the 
operation  of  a  business  selling  or  leasing 
“the  same  or  similar  products  or 
services”  under  marks  within  the  area 
or  territory  granted  by  the  franchisor. 
With  respect  to  (c),  the  phrase  “same  or 
similar  products  or  services”  is  intended 
to  be  interpreted  as  involving  only 
closely  interchangeable  items  which  are 
in  relatively  direct  competition.  For 
example,  a  fast  food  hamburger  outlet 
would  be  considered  to  be  selling  a 
product  which  was  “the  same  [as]  or 
similar”  to  a  fast  food  chicken  outlet  but 
not  the  “same  [as]  or  similar”  to  a 
relatively  expensive  steak  house  or  an 
ice  cream  outlet  or  a  cheese  store. 
Although  all  of  the  stores  sell  food,  only 
the  chicken  outlet  would,  for  the 
purpose  of  this  disclosure  section,  sell 
products  which  involve  closely 
interchangeable  items  in  relatively 
direct  competition  to  the  hamburger 
outlet. 

Example  of  Disclosure 

The  Franchise  Agreement  provides  that  the 
franchisee  is  required  to  sell  all  the  goods 
enumerated  by  Happy  Ice  Cream  Company  in 
its  operating  manual.  The  franchisee  is 
precluded  from  offering  any  goods  not 
specifically  approved  by  the  franchisor,  and 
violation  of  this  restriction  may  result  in 
termination  of  the  franchise  relationship.  This 
requirement  has  been  imposed  to  assure 
uniform  flavor  quality.  The  franchisee  is  not 
limited  in  the  customers  to  whom  it  may  sell 
the  franchise  goods. 

The  franchisee  is  restricted  to  sales  from 
the  franchise  premises  and  may  not,  without 
explicit  authorization  of  the  franchisor,  open 
or  operate  another  outlet.  This  restriction  has 
been  imposed  to  permit  the  franchisor  to  offer 
exclusive  sales  areas. 

A  Happy  Ice  Cream  franchisee  is  granted 
an  exclusive  territory,  which  generally 
encompasses  a  five-mile  radius  from  the 
franchised  outlet.  The  speciHc  size  of  the 
territory  is  subject  to  negotiation  and  will  be 
included  in  the  franchise  agreement.  The 
franchisor  will  not  establish  another  Happy 
Ice  Cream  franchise  of  a  company-owned 
Happy  Ice  Cream  store  within  the  exclusive 
territory.  Additionally,  the  franchisor  will  not 
establish  or  operate  a  company-owned  outlet 
or  grant  a  franchise  to  sell  similar  products 
under  a  different  trade  name  or  mark  within 
the  franchisee’s  exclusive  territory. 

§  436.1(a](14)  [Personal  Participation 
Required  of  the  Franchisee  in  the 
Operation  of  the  Franchise] 

Rule 

(14)  A  statement  of  the  extent  to  which  the 
franchisor  requires  the  franchisee  (or,  if  the 
franchisee  is  a  corporation,  any  person 
affrliated  with  the  franchisee)  to  participate 
personally  in  the  direct  operation  of  the 
franchise. 


Explanation 

This  section  requires  a  statement  of 
the  extent  to  which  the  franchisee’s 
personal  participation  in  the  direct 
operation  of  the  franchise  business  is 
required  by  the  terms  of  the  franchise 
agreement  or  other  written  or  verbal 
instructions  from  the  franchisor.  A  brief 
description  of  the  type  of  activities 
which  constitute  such  participation 
should  be  included.  If  the  franchisee  is  a 
corporation,  the  statement  should 
indicate  whether  any  specific  director  or 
employee  thereof  must  personally 
participate  in  the  direct  operation  of  the 
franchise  business. 

Example  of  Disclosure 
An  individual  franchisee  is  required  to  be 
on  the  premises  of  the  franchise  business  at 
least  4  hours  a  day,  and  to  be  available 
during  the  remaining  6  hours  of  operation 
pursuant  to  Section  7  of  the  Operating 
Manual.  While  on  the  business  premises,  the 
franchisee  manages,  supervises  employees 
and,  depending  on  customer  traffic,  assists  in 
the  servicing  of  customers.  The  franchisor 
does  not  require  any  personal  participation  of 
any  person  affiliated  with  a  corporate 
franchisee. 

§  436.1(a)(15)  [Termination, 
Cancellation,  and  Renewal  of  the 
Franchise] 

Rule 

(15)  A  statement  disclosing,  with  respect  to 
the  franchise  agreement  and  any  related 
agreements: 

(i)  The  term  [i.e.,  duration  of  arrangement), 
if  any,  of  such  agreement,  and  whether  such 
term  is  or  may  be  affected  by  any  agreement 
(including  leases  or  subleases)  other  than  the 
one  from  which  such  term  arises: 

(ii)  The  conditions  under  which  the 
franchisee  may  renew  or  extend: 

(iii)  The  conditions  under  which  the 
franchisor  may  refuse  to  renew  or  extend: 

(iv)  The  conditions  under  which  the 
franchisee  may  terminate: 

(v)  The  conditions  under  which  the 
franchisor  may  terminate: 

(vi)  The  obligations  (including  lease  or 
sublease  obligations)  of  the  franchisee  after  ' 
termination  of  the  franchise  by  the 
franchisor,  and  the  obligations  of  the 
franchisee  (including  lease  or  sublease 
obligations)  after  termination  of  the  franchise 
by  the  franchisee  and  after  the  expiration  of 
the  franchise: 

(vii)  The  franchisee’s  interest  upon 
termination  of  the  franchise,  or  upon  sefusal 
to  renew  or  extend  the  franchise,  whether  by 
the  franchisor  or  by  the  franchisee: 

(viii)  The  conditions  under  which  the 
franchisor  may  repurchase,  whether  by  right 
of  first  refusal  or  at  the  option  of  the 
franchisor  (and,  if  the  franchisor  has  the 
option  to  repurchase  the  franchise,  whether 
there  will  be  an  independent  appraisal  of  the 
franchise,  whether  the  repurchase  price  will 
be  determined  by  a  predetermined  formula 
and  whether  there  will  be  a  recognition  of 
goodwill  or  other  intangibles  associated 
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therewith  in  the  repurchase  price  to  be  given 
the  franchisee): 

(ix)  The  conditions  under  which  the 
franchisee  may  sell  or  assign  all  or  any 
interest  in  the  ownership  of  the  franchise,  or 
of  the  assets  of  the  franchise  business; 

(x)  The  conditions  under  which  the 
franchisor  may  sell  or  assign,  in  whole  or  in 
part,  its  interest  under  such  agreements: 

(xi)  The  conditions  under  which  the 
franchisor  may  modify; 

(xii)  The  conditions  under  which  the 
franchisee  may  modify: 

(xiii)  The  rights  of  the  franchisee’s  heirs  or 
personal  representative  upon  the  death  or 
incapacity  of  the  franchisee;  and 

(xiv)  The  provisions  of  any  covenant  not  to 
compete. 

Explanation 

This  section  requires  the  disclosure  of 
information  set  forth  in  14  subsections, 
all  concerning  the  rights  and  obligations 
of  the  franchisor  and  franchisee  upon 
termination,  modification,  or  renewal  of 
the  franchise.  The  disclosures  relating  to 
each  subsection  should:  (a)  be  set  forth 
in  a  separate  paragraph;  (b)  describe  the 
provision(s)  of  the  franchise  agreement 
and  any  companion  agreement(s)  which 
are  relevant  to  the  category,  or,  if  no 
provisions  exist,  such  fact  also  should 
be  stated;  and  (c)  describe  franchisor 
policies  which,  although  not  part  of  any 
franchise  agreement,  nevertheless  are 
germane  to  the  subsection. 

Subsections  (ii-v)  should  include  a 
discussion  of  how  and  when  renewals, 
extensions  and  terminations  are  effected 
or  refused.  If  the  franchise  agreement 
may  be  materially  modified  when 
renewed  or  extended,  this  fact  should  be 
noted. 

Subsection  (vi)  should  include  a 
description  of  the  respective  parties’ 
material  obligations  to  each  other  with 
respect  to  real  estate  lease  or 
ownership,  equipment,  financing 
arrangements,  etc.,  following 
termination,  renewal  or  extension. 

Subsection  (vii)  should  include  a 
description  of  what  interest  the 
franchisee  has  upon  termination  or 
refusal  to  renew,  and  what  means  are 
used  to  determine  such  interest, 
including  valuation  of  leases,  assets  of 
the  business,  and  goodwill. 

Subsection  (viii)  should  include  a 
description  of  w'hen  and  under  what 
conditions  the  franchisor  may 
repurchase  all  or  a  part  interest  in  the 
franchise.  The  disclosure  should 
indicate  whether  the  franchisor  has  an 
exclusive  option  or  right  of  first  refusal. 

Subsection  (xiv)  should  include  a 
description  of  any  restrictions  on  the 
franchisee's  other  businesses  or 
employment  during  and  after  the  term  of 
the  franchise  agreement,  including  but 
not  limited  to,  restrictions  relating  to  . 
geographic  areas,  customers,  and 


products,  and  the  applicable  time  period 
of  any  such  restrictions. 

Example  of  Disclosure 

1.  The  initial  term  of  the  Bull-Pen  franchise 
agreement  is  10  years  from  the  date  of 
execution.  The  term  is  subject  to  the  renewal 
of  a  7-year  lease  of  the  premises:  further,  if 
the  lease  is  terminated  for  any  cause,  MAR, 
Inc.  (franchisor)  has  the  right  to  terminate  the 
franchise  agreement  before  the  expiration  of 
the  initial  term.  No  other  agreement  affects 
the  initial  term  of  the  franchise. 

2.  Upon  expiration  of  the  initial  term,  the 
franchisee  has  the  right  to  renew  the 
franchise  for  an  additional  5  years  by  the 
execution  of  a  new  ffanchise  agreement,  and 
such  other  necessary  companion  agreements. 
These  new  agreements  may  differ  materially 
from  those  presently  used  by  MAR,  Inc. 

3.  MAR,  Inc.  has  the  right  to  refuse  to 
renew  the  franchise  if  the  franchisee  has 
been  cited  more  than  twice  during  the  initial 
term  for  failure  to  comply  with  MAR’s  quality 
control  standards.  If  MAR,  Inc.,  intends  to 
refuse  to  renew  the  franchise,  it  w  ill  notify 
the  franchisee  in  writing  90  days  before  the 
expiration  of  the  franchise  agreement. 

4.  The  franchisee  may  terminate  the 
agreement  if  MAR,  Inc.  fails  to  comply  with 
any  of  the  provisions  of  the  agreement,  and  if 
the  franchisee  notifies  MAR,  Inc.  of  such 
failure,  giving  MAR,  Inc.  60  days  to  cure  the 
failure.  If  MAR,  Inc.  does  not  comply  to  the 
franchisee’s  satisfaction  during  that  period, 
the  franchisee  may  terminate  the  agreement 
45  days  thereafter.  The  franchisee  may  also 
terminate  the  ffanchise  agreement  if  MAR, 
Inc.  has  failed,  writhin  1  year  after  execution 
of  the  agreement,  to  construct  a  Bull-Pen 
Restaurant  for  the  franchisee. 

5.  MAR,  Inc.  may  terminate  the  franchise  if 
any  of  the  following  occurs:  (1)  the  franchisee 
fails  to  conform  to  the  terms  of  the  agreement 
relating  to  the  use  of  trademark  "Bull-Pen”; 

(2)  the  lease  on  the  premises  is  terminated  for 
any  reason;  (3)  the  franchisee  files  a  petition 
in  bankruptcy  or  makes  an  assignment  for  the 
benefit  of  creditors;  or  (4)  the  franchisee  fails 
to  comply  with  any  provision  of  the  franchise 
agreement,  provided  that  MAR,  Inc.  notifies 
the  franchisee  in  writing  of  such  failure  and 
gives  the  franchisee  60  days  to  correct  such 
failure.  If  the  franchisee  fails  to  correct  the 
situation,  N'LAR,  Inc.  may  terminate  the 
franchise  30  days  thereafter. 

6.  The  obligations  of  the  franchisee  after 
either  the  termination  or  the  expiration  of  the 
franchise  (either  by  the  franchisor  or  the 
franchisee)  are  as  follows: 

(1)  franchisee  is  obligated  to  pay  royalties, 
advertising  fees,  and  other  charges  owed  to 
franchisor, 

(2)  franchisee  shall  not  hold  himself  out  as 
a  “Bull-Pen”  franchisee,  and  shall  cease  the 
use  of  trademarks,  processes,  materials, 
methods,  or  promotional  materials  provided' 
by  MAR,  Inc.;  he  shall  take  all  necessary 
steps  to  disassociate  himself  from  "Bull-Pen,” 
including  the  removal  of  signs,  destruction  of 
letterheads,  changing  of  telephone  listings, 
etc., 

(3)  franchisee  shall  return  to  franchisor  ail 
manuals  and  training  and  promotional  aids, 
and 

(4)  franchisee  shall  assign  the  remainder  of 
the  lease  to  franchisor. 


7.  The  ffanchisee  relinquishes  all  interest  of 
every  kind  and  description  in  the  franchise 
upon  termination  dr  expiration  of  the 
franchise  agreement.  The  franchisor  shall 
purchase  from  the  franchisee,  at  fair  market 
values  determined  by  the  franchisor,  all  of 
the  franchisee’s  right,  title  and  interest  in  all 
inventory,  supplies,  and  equipment  on  the 
premises.  The  franchisee  receives  no 
payment  for  equity  with  regard  to  the  Bull- 
Pen  trademark,  or  for  goodwill  established 
either  prior  to  or  during  the  operation  of  the 
franchise. 

8.  MAR,  Inc.  has  an  option  to  repurchase 
the  franchisee’s  right,  title  and  interest  in  and 
to  the  business  developed  under  the  Bull-Pen 
trademark  during  the  term  of  the  franchise 
agreement  whenever  the  franchisee  commits 
an  act  of  default  under  the  terms  of  the 
agreement,  i.e.,  becomes  insolvent,  fails  to 
make  a  refund  payment  to  the  franchisor 
within  15  days  of  the  due  date,  or  fails  to 
comply  with  any  health,  safety  or  quality 
edict,  given  to  it  by  the  franchisor,  within  20 
days  of  such  delivery.  The  purchase  price 
will  be  the  fair  markdt  value  of  the  assets 
being  purchased,  as  determined  by  the 
franchisor.  There  will  be  no  independent 
appraisal  of  the  assets,  and  no  predetermined 
formula  for  the  appraisal.  There  will  be  no 
payment  in  recognition  of  goodwill  or  other 
intangibles.  The  franchisor  also  has  a  right  of 
first  refusal  whenever  the  franchisee  seeks  to 
assign  all  or  any  interest  in  the  franchise  to  a 
third  party. 

9.  During  the  term  of  the  agreement,  the 
franchisee  may  not  sell,  assign,  transfer, 
convey  or  encumber  any  interest  in  the  Bull- 
Pen  Franchise  without  prior  written  consent 
of  MAR,  Inc.  Any  attempted  sale  will  trigger 
a  right  of  first  refusal  for  the  franchisor  to 
match  the  terms  of  the  requested  sale.  ’This 
right  may  be  exercised  for  a  period  of  14  days 
after  notification  by  the  franchisee  of  the 
sale.  Notwithstanding  the  franchisor’s 
decision  not  to  match  the  terms  of  the  sale, 
the  franchisor  may  disapprove  a  sale, 
assignment,  transfer,  conveyance  or 
encumbrance  whenever  it  determines  that  the 
proposed  action  is  not  in  the  best  interest  of 
the  franchise  or  the  other  franchises.  All 
approvals  shall  be  subject  to  such  terms  and 
conditions  as  may  be  prescribed  by  MAR, 

Inc. 

10.  MAR,  Inc.  has  the  right  to  sell  or  assign 
the  agreement  in  whole  or  in  part  in  its 
discretion. 

11.  TTie  agreement  may  be  modified  only  if 
MAR,  Inc.  and  franchisee  agree  to  the 
modification  in  writing. 

12.  Same  as  11. 

13.  In  the  event  of  the  death  or  incapacity 
of  the  franchisee,  the  franchisor  will  purchase 
the  franchise  in  the  same  manner  as  noted 
above  with  respect  to  repurchase  upon 
termination  or  expiration  of  the  franchise 
agreement. 

14.  The  franchisee  neither  shall  be 
employed  by  nor  have  any  financial  or 
ownership  interest  in  a  business  selling  goods 
or  services  sold  under  the.  franchise 
agreement  during  the  term  of  and  for  a  period 
of  1  year  from  termination,  transfer,  or 
expiration  of  the  franchise  agreement,  if  such 
business  is  located  within  a  10-mile  radius  of 
the  franchise  outlet  owned  by  the  franchisee. 
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There  are  no  restrictions  on  a  franchisee's 
solicitation  of  customers  of  the  franchise 
business  for  ventures  other  than  for  those 
businesses  to  which  the  restrictions 
described  above  would  apply. 

§  436.1(a)(16)  [Statistical  Information 
Concerning  the  Number  of  Franchises 
(and  Company-Owned  Outlets)] 

Rule 

(16)  A  statement  disclosing,  with  respect  to 
the  franchisor  and  as  to  the  particular  named 
business  being  offered; 

(i)  The  total  number  of  franchises  operating 
at  the  end  of  the  preceding  fiscal  year; 

(ii)  The  total  number  of  company-owned 
outlets  operating  at  the  end  of  the  preceding 
fiscal  year, 

(iii)  The  names,  addresses,  and  telephone 
numbers  of  (A)  the  10  franchised  outlets  of 
the  named  franchise  business  nearest  the 
prospective  franchisee’s  intended  location;  or 
(B)  all  franchisees  of  the  franchisor,  or  (C)  all 
franchisees  of  the  franchisor  in  the  state  in 
which  the  prospective  franchisee  lives  or 
where  the  proposed  franchise  is  to  be 
located,  provided,  however,  that  there  are 
more  than  10  such  franchisees.  If  the  number 
of  franchisees  to  be  disclosed  pursuant  to 
subparagraph  (B)  or  (C)  exceeds  50,  such 
listing  may  be  made  in  a  separate  document 
delivered  to  the  prospective  franchisee  with 
the  prospectus  if  the  existence  of  such 
separate  document  is  disclosed  in  the 
prospectus; 

(iv)  The  number  of  franchises  voluntarily 
terminated  or  not  renewed  by  franchisees 
within,  or  at  the  conclusion  of,  the  term  of  the 
franchise  agreement,  during  the  preceding 
fiscal  year; 

(v)  The  number  of  franchises  reacquired  by 
purchase  by  the  franchisor  during  the  term  of 
the  franchise  agreement,  and  upon  the 
conclusion  of  the  term  of  the  franchise 
agreement,  during  the  preceding  fiscal  year; 

(vi)  The  number  of  franchises  otherwise 
reacquired  by  the  franchisor  during  the  term 
of  the  franchise  agreement,  and  upon  the 
conclusion  of  the  term  of  the  franchise 
agreement,  during  the  preceding  fiscal  year; 

(vii)  The  number  of  franchises  for  which 
the  franchisor  refused  renewal  of  the 
franchise  agreement  or  other  agreements 
relating  to  the  franchise  during  the  preceding 
fiscal  year;  and 

(viii)  The  number  of  franchises  that  were 
cancelled  or  terminated  by  the  franchisor 
during  the  term  of  the  franchise  agreement, 
and  upon  conclusion  of  the  term  of  the 
franchise  agreement,  during  the  preceding 
fiscal  year. 

With  respect  to  the  disclosures  required  by 
subparagraphs  (v),  (vi),  (vii)  and  (viii),  the 
disclosure  statement  shall  also  include  a 
general  categorization  of  the  reasons  for  such 
reacquisitions,  refusals  to  renew  or 
terminations,  and  the  number  falling  within 
each  such  category,  including  but  not  limited 
to  the  following:  failure  to  comply  with 
quality  control  standards,  failure  to  make 
sufficient  sales,  and  other  breaches  of 
contract. 


Explanation 

This  paragraph  requires  disclosure  of 
the  total  number  of  operating  franchises 
and  company-owned  outlets  of  the 
franchisor,  as  well  as  the  nuiPber  of 
franchises  which  the  franchisor  has 
terminated,  failed  to  renew  or 
reacquired  during  the  preceding  hscal 
year.  It  also  requires  disclosure  of  the 
number  of  franchises  voluntarily 
terminated  or  not  renewed  by  the 
franchisee. 

The  franchisor  may  comply  with 
subsection  (iii)  disclosures  by  any  one  of 
three  methods:  (a)  listing  the  ten 
franchised  outlets  nearest  the 
prospective  franchisee’s  intended 
location  (or  all  franchise  units  if  fewer 
than  ten);  (b)  listing  all  franchisees;  or 
(c)  listing  all  franchisees  located  in 
either  the  state  where  the  prospective 
franchisee  will  locate  its  business  or 
where  the  prospective  franchisee  lives. 
This  latter  alternative  is  especially 
helpful  if  the  proposed  business  location 
of  the  potential  franchisee  is  unknown. 
Method  (c)  may  be  utilized  only  if  the 
list  will  contain  more  than  ten 
franchisees.  If  either  method  (b)  or  (c)  is 
chosen,  and  such  list  contains  more  than 
50  franchisees,  the  list  may  be  given  to 
the  prospective  franchisee  separate  from 
the  Basic  Disclosure  Document,  as  long 
as  the  Basic  Disclosure  Document 
references  the  existence  of  the  list,  and 
the  list  is  given  to  the  prospective 
franchisee  at  the  same  time  as  the  Basic 
Disclosure  Document. 

Subsection  (iv)  refers  only  to  those 
situations  in  which  the  termination  or 
non-renewal  resulted  soley  from  the 
franchisee’s  own  preference. 
Furthermore,  it  is  limited  to  those  events 
occurring  during  the  franchisor’s 
preceding  fiscal  year. 

Subsections  (v-viii)  refer  to 
terminations  by  the  franchisor  by  means 
of  reacquisition,  non-renewal  or 
cancellation.  It,  too,  is  limited  to  those 
events  occurring  during  the  franchisor’s 
preceding  fiscal  year.  Subsection  (v) 
covers  reacquisitions  resulting  from 
voluntary  purchase  from  franchisees. 
Subsection  (vi)  covers  reacquisitions 
resulting  from  franqhisee  bankruptcy, 
triggered  by  the  death  or  incapacity  of 
the  franchisee,  or  “otherwise 
reacquired.’’  Subsection  (vii)  covers 
reacquisitions  resulting  from  refusal  to 
renew  under  the  terms  of  the  franchise 
agreement  or  any  ancillary  agreements 
[e.g.,  lease  or  purchasing  agreements). 
Subsection  (viii)  covers  reacqusitions 
resulting  from  termination  or 
cancellation.  The  disclosure 
accompanying  the  number  of  franchises 
for  each  subsection  (v-viii)  should  state 
the  general  reason  for  the  reacquisition. 


such  as  “failure  to  comply  with  quality 
control  standards"  or  “failure  to  make 
sufficient  sales."  The  franchisor  is  not 
required  to  disclose  either  the  name  or 
any  other  identifying  information  about 
any  terminated  franchisee. 

Example  of  Disclosure 

As  of  December  31, 1977,  Hudson,  Inc.  had 
212  franchised  Hudson  Inns  and  14  company- 
owned  outlets  in  operation.  A  list  of  the 
names,  addresses  and  telephone  numbers  of 
all  franchisees  is  attached  hereto  as 
Appendix  C. 

In  the  preceding  fiscal  year,  5  franchisees 
chose  not  to  renew  their  franchise  at  the 
conclusion  of  their  franchise  agreements  and 
6  franchisees  terminated  their  franchise 
relationship  during  the  term  of  the  franchise 
agreement.  During  the  same  period,  Hudson, 
Inc.  has  repurchased  6  franchises  during  the 
term  of  the  franchise  agreement  through  the 
exercise  of  its  right  of  refusal.  In  addition, 
Hudson,  Inc.  has  reacquired  2  franchises 
because  of  the  bankruptcy  of  the  franchisee. 

Hudson,  Inc.  has  not  refused  to  renew  any 
of  its  franchises  during  the  previous  fiscal 
year.  It  has,  however,  terminated  3  franchised 
outlets;  2  of  these  were  terminated  for  failure 
to  comply  with  the  franchisor's  quality 
control  standards,  and  1  for  having  failed  to 
maintain  his  bookkeeping  system  in 
accordance  with  the  franchise  agreement. 

§  436.1  (a)(17)  [Site  Selection] 

Rule 

(17)(i)  If  site  selection  or  approval  thereof 
by  the  franchisor  is  involved  in  the  franchise 
relationship,  a  statement  disclosing  the  range 
of  time  that  has  elapsed  between  signing  of 
franchise  agreements  or  other  agreements 
relating  to  the  franchise  and  site  selection,  for 
agreements  entered  into  during  the  preceding 
fiscal  year;  and 

(ii)  If  operating  franchise  outlets  are  to  be 
provided  by  the  franchisor,  a  statement 
disclosing  the  range  of  time  that  has  elapsed 
between  the  signing  of  franchise  agreements 
or  other  agreements  relating  to  the  franchise 
and  the  commencement  of  the  franchisee's 
business  for  agreements  entered  into  during 
the  preceding  fiscal  year. 

With  respect  to  the  disclosures  required  by 
subparagraphs  (a)(17)  (i)  and  (ii).  a  franchisor 
may  at  its  option  also  provide  a  distribution 
chart  using  meaningful  classifications  with 
respect  to  such  ranges  of  time. 

Explanation 

The  disclosures  required  by  this 
section  concern  the  selection  or 
approval  of  a  site  for  the  proposed 
franchise  outlet  and  the  timeframes  for 
such  activity,  based  on  the  franchisor’s 
experience  in  the  preceding  fiscal  year. 
Franchisor  approval  is  present 
whenever  it  is  required  by  explicit 
contractual  agreement  as  well  as 
through  other  indirect  means  of 
controlling  or  strongly  influencing  site 
selections,  such  as,  for  example, 
requirements  in  operating  manuals 
relating  to  sufficient  customer  parking  or 
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Explfwation 


customer  traffic  specifications.  If  the 
franchisor  does  not  select  or  approve  a 
site,  a  statement  to  such  efiect  will 
suffice.  Location  clauses  limited  to 
general  geographic  areas  like  counties  or 
cities,  where  the  actual  location  within 
such  geographic  area  is  left  solely  to  the 
franchisee’s  discretion,  need  not  be 
described. 

In  listing  the  ranges  of  time  between 
events  requiring  disclosure,  the 
disclosure  may  include  a  distribution 
chart  using  meaningful  classifications 
for  the  data  therein  presented.  This 
chart  may  show  different  ranges  of  time 
depending  on  size  or  location,  e.g., 
highway,  shopping  center,  urban,  rural, 
etc. 

Example  of  Disclosure 

The  franchise  agreement  obligates  the 
franchisor  to  select  the  site  and  provide  an 
operating  outlet  for  the  franchisee.  During  the 
past  fiscal  year,  the  average  length  of  time 
between  the  signing  of  the  Franchise 
Agreement  and  the  selection  of  a  site  for  the 
Doe  Burger  Restaurant  franchise  was  two  to 
four  months,  and  the  typical  length  of  time 
between  the  signing  of  the  franchise 
agreement  and  the  opening  of  the  franchisees' 
business  was  six  to  eight  months  (or 
approximately  four  months  after  the  site  was 
selected). 

§  436.1(a){18)  (Training  Programs) 

Rule 

(18)  If  the  franchisor  offers  an  initial 
training  program  or  informs  the  prospective 
franchisee  that  it  intends  to  provide  such 
person  with  initial  training,  a  statement 
disclosing: 

(i)  The  type  and  nature  of  such  training; 

(ii)  The  minimum  amount,  if  any,  of  training 
that  will  be  provided  to  a  franchisee;  and 

(iii)  The  cost,  if  any,  to  be  borne  by  the 
franchisee  for  the  training  to  be  provided,  or 
for  obtaining  such  training. 

Explanation 

This  section  requires  disclosures 
relating  to  the  franchisor’s  training 
program.  The  required  disclosure  is 
limited  in  scope  to  the  training  the 
franchisor  offers  at  the  beginning  of  the 
franchise  relationship — that  is,  from  the 
period  after  the  execution  of  the 
franchise  agreement  through  shortly 
after  the  actual  commencement  of  the 
franchise  business.  The  franchisor  is 
required  to  disclose  (a)  the  type  and 
nature  of  the  initial  training;  (b)  the 
minimum  amount,  if  any,  of  training  that 
will  be  provided:  and  (c)  the  cost,  if  any, 
to  be  borne  by  the  franchisee  for  such 
training. 

By  "type  and  nature’’,  the  Commission 
intends  a  description  of  the  general 
content  of  the  initial  training  program, 
including  all  elements  of  such  training. 
Among  the  factors  that  should  be 
disclosed  are  the  location  of  the  training 


program  (e.g..  franchisor’s  headquarters, 
franchised  outlet,  by  mail,  etc.)  the 
persons  for  whom  training  is  either 
available  or  required  (e.g.,  franchisee, 
manager,  or  employees),  the 
instructional  method,  and  whether  the 
franchisor  requires  the  trainee  to  attain 
a  stated  level  of  performance  (e.g.. 
satisfactory  completion). 

Disclosure  about  the  cost  to 
franchisees  for  such  training  should 
include  the  charges  for  the  training,  as 
well  as  personal  expenses  such  as 
transportation,  food  and  lodging. 
Estimates  of  expenses  to  the  franchisees 
may  be  used  if  exact  amounts  are 
unknow’n  or  not  easily  calculated.  The 
franchisor,  at  its  option,  may  describe 
any  additional  training  available  to 
franchisees  during  the  term  of  the 
franchise  relationship. 

Example  of  Disclosure 

The  management  training  program  of  the 
franchisor  is  conducted  at  Doe's  Management 
Center,  located  in  Neptune,  New  Jersey.  The 
Center  provides  a  training  program  for  all 
new  franchisees  which  must  be  completed 
prior  to  opening  the  franchise  outlet.  The 
training  combines  both  classroom  instruction 
and  training  in  a  special  company-owned 
outlet.  Classroom  instruction  covers  food 
preparation,  equipment  operation,  cost 
control,  stock  ordering,  accounting  principles 
and  basic  techniques  of  management.  In 
addition  to  classroom  instruction,  an  on-the- 
job  training  course  is  mandatory  for  each 
franchisee  and  each  person  responsible  for 
the  daily  operation  of  a  Doe  Burger's 
Restaurant.  Tlie  minimum  amount  of  training 
that  the  franchisee  will  receive  is  two  weeks. 
The  training  program  is  offered  free  of  charge 
to  the  franchisee  and  his/her  supervisory 
employees;  except  that  the  franchisee  is 
responsible  for  costs  such  as  room,  board  and 
transportation.  Franchisee  costs  for  room  and 
board  in  the  Neptune,  New  Jersey  area  are 
approximately  $50  per  day  per  person. 

§  436.1(a)(19)  [Public  Figure 
Involvement  in  the  Franchise) 

Rule 

(19)  If  the  name  of  a  public  figure  is  used  in 
connection  with  a  recommendation  to 
purchase  a  franchise,  or  as  a  part  of  the  name 
of  the  franchise  operation,  or  if  the  public 
figure  is  stated  to  be  involved  with  the 
management  of  the  franchisor,  a  statement 
disclosing: 

(i)  The  nature  and  extent  of  the  public 
figure's  involvement  and  obligations  to  the 
franchisor,  including  but  not  limited  to  the 
promotional  assistance  the  public  figure  will 
provide  to  the  franchisor  and  to  the 
franchisee; 

(ii)  The  total  investment  of  the  public  figure 
in  the  franchise  operation;  and 

(iii)  The  amount  of  any  fee  or  fees  the 
franchisee  will  be  obligated  to  pay  for  such 
involvement  or  assistance  provided  by  the 
public  figure. 


This  section  requires  the  disclosure  of 
the  role  of  a  “public  figure”  if  his  or  her 
name  is  (1)  used  as  part  of  the  name  of 
the  franchise  operation,  or  (2)  used  in 
connection  with  a  recommendation  to 
purchase  a  franchise,  or  (3)  stated  to  be 
involved  with  the  management  of  the 
franchisor.  The  term  “public  figure” 
refers  to  a  person  whose  identity  would 
be  known  to  a  substantial  portion  of  the 
public  either  nationally  or  within  the 
geographic  area  in  which  the  franchise 
is  sold,  such  as  a  person  who  has 
achieved  prominence  in  sports, 
entertainment  or  public  affairs.  The  term 
does  not  include  non-living  or 
,  fictionalized  characters. 

Disclosure  is  not  required  if  the  public 
figure’s  representations  are  limited  to 
product  endorsements,  unless  the 
endorsement  also  either  includes  a 
recommendation  to  purchase  a  franchise 
or  suggests  that  the  individual  is 
affiliated  with  the  franchisor’s 
management.  Moreover,  even  if  the 
public  figure  is  associated  with  the 
franchisor’s  management  (e.^.  a 
director),  no  disclosure  is  required 
unless  such  association  is  lughlighted  |i) 
in  connection  with  a  recommendation  to 
purchase  a  franchise,  (ii)  as  part  of  the 
name  of  the  franchise  operation,  or  ftii) 
as  a  communicated  factor  in  describing 
the  management  structure  of  the 
franchisor. 

The  disclosure  with  respect  to  a 
public  figure  involvement  should  discuss 
the  terms  of  the  agreement  with  the 
public  figure,  including  compensation 
and  the  franchisee’s  rights  or 
restrictions  in  utilizing  the  public  figure’s 
personal  appearances,  name  or  likeness. 
If  the  public  figure  is  stated  to  be 
involved  with  the  actual  management  of 
the  franchisor,  the  statement  should 
describe  the  person’s  title  and 
responsibilities. 

The  franchisor  also  must  disclose  the 
public  figure’s  total  investment,  if  any,  in 
the  franchise  operation,  including  a 
description  of  the  type  of  investment, 
e.g.,  common  stock,  notes,  etc. 

Example  of  Disclosure 

MAR,  Inc.,  the  franchisor,  has  a  20-year 
exclusive  agreement  with  the  famous  tennis 
player  Paul  Showdorf  to  use  his  name  and 
likeness  in  the  promotion  of  Paul’s  Palace 
Restaurant  franchises.  A  likeness  of  Mr. 
Showdorf  will  appear  on  all  outdoor  signs, 
napkins  and  placemats.  Mr.  Showdorf  will 
receive  $250,000  per  year  in  compensation. 

Mr.  Showdorf  is  obligated  to  make  12 
commercials  per  year  for  national  circulation 
and  is  obligated  to  appear  at  the  grand 
opening  of  each  Paul's  Palace  Restaurant,  kfr. 
Showdorf  has  not  invested  in  the  franchise 
operation.  The  services  outlined  above  are 
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provided  by  the  franchisor  as  part  of  the 
franchise  agreement. 

§  436.1(a)(20)  [Financial  Information 
Concerning  the  Franchisor] 

Rule 

(20}(i)  A  balance  sheet  (statement  of 
financial  position]  for  the  franchisor  for  the 
most  recent  fiscal  year,  and  an  income 
statement  (statement  of  results  of  operations) 
and  statement  of  changes  in  financial 
position  for  the  franchisor  for  the  most  recent 
3  fiscal  years.  Such  statements  are  required 
to  have  been  examined  in  accordance  with 
generally  accepted  auditing  standards  by  an 
independent  certified  or  licensed  public 
accountant.  Provided,  however,  that  where  a 
franchisor  is  a  subsidiary  of  another 
corporation  which  is  permitted  under 
generally  accepted  accounting  principles  to 
prepare  financial  statements  on  a 
consolidated  or  combined  statement  basis, 
the  above  information  may  be  submitted  for 
the  parent  if  (A)  the  corresponding  unaudited 
financial  statements  of  the  franchisor  are  also 
provided  and  (B)  the  parent  absolutely  and 
irrevocably  has  agreed  to  guarantee  all 
obligations  of  the  subsidiary; 

(ii)  Unaudited  statements  shall  be  used 
only  to  the  extent  that  audited  statements 
have  not  been  made,  and  provided  that  such 
statements  are  accompanied  by  a  clear  and 
conspicuous  disclosure  that  they  are 
unaudited.  Statements  shall  be  prepared  on 
an  audited  basis  as  soon  as  practicable,  but, 
at  a  minimum,  financial  statements  for  the 
first  full  fiscal  year  following  the  date  on 
which  the  franchisor  must  first  comply  with 
this  Part  shall  contain  a  balance  sheet 
opinion  prepared  by  an  independent  certified 
or  licensed  public  accountant,  and  financial 
statements  for  the  following  fiscal  year  shall 
be  fully  audited. 

Explanation 

Required  disclosure  includes  a 
balance  sheet  (statement  of  financial 
position)  for  the  franchisor’s  most  recent 
hscal  year,  an  income  statement 
(statement  of  results  of  operations)  for 
the  most  recent  three  fiscal  years,  and  a 
statement  of  changes  in  financial 
position  for  the  most  recent  three  fiscal 
years.  These  financial  statements  must 
be  accompanied  by  an  opinion  from  an 
independent  certified  or  licensed  public 
accountant  that  the  statements  have 
'  been  examined  in  accordance  with 
generally  accepted  auditing  standards  of 
the  United  States.  The  opinion  may  be 
“qualified”  or  contain  disclaimers  if  the 
accountant  believes  that  the 
circumstances  so  warrant.  An 
“independent  or  licensed  public 
accountant”  is  an  accountant  who  is 
permitted  under  the  law  of  such  person’s 
State  to  prepare  opinions  on  audited 
statements  and  is  independent  of  the 
company  being  examined. 

Financial  statements  prepared  and 
filed  with  the  Securities  and  Exchange 
Commission  in  accordance  with  SEC 


Regulation  S-X  and  the  SEC’s 
Accounting  Series  Releases  may  be 
used,  even  though  their  preparation  may 
differ  in  minor  respects  from  generally 
accepted  accoimting  principles. 

If  the  franchisor  is  a  subsidiary  of 
another  company,  the  parent  company’s 
audited  financial  statements  may  be 
used  in  lieu  of  the  franchisor’s 
statements  if  the  parent’s  financial 
statements  are  prepared  on  a  combined 
or  consolidated  basis  according  to 
generally  accepted  accounting 
principles,  provided  that  the  franchisor’s 
unaudited  statements  also  are  included. 
In  such  circumstances  the  parent  must 
absolutely  and  irrevocably  agree  to 
guarantee  to  the  franchisee  all 
obligations  of  the  franchisor  under  the 
franchise  agreement  and  related 
agreements,  and  as  set  forth  in  the  Basic 
Disclosure  Document.  This  guarantee 
should  appear  in  conjunction  with  the 
financial  statements. 

Franchisors  may  use  unaudited 
financial  statements  (or  those  of  their 
parents)  if  they  lack  audited  statements 
for  the  fiscal  years  to  be  reported  when 
they  are  first  required  to  furnish  a  Basic 
Disclosure  Document.  However,  the  rule 
limits  the  length  of  time  that  unaudited 
statements  may  be  used.  Subsection  (ii) 
requires  that  financial  statements  for  the 
first  year  following  the  date  when  the 
franchisor  first  is  required  to  comply 
with  the  rule  must  contain  a  balance 
sheet  opinion  prepared  by  an 
independent  certified  or  licensed  public 
accountant.  A  franchisor  is  “first 
required  to  comply  with  the  rule”  the 
first  time  it  ever  is  required  to  distribute 
the  Basic  Disclosure  Document  to  a 
prospective  franchisee.  Thus,  a 
franchisor  who  is  not  now  recruiting 
franchisees  need  not  furnish  a  Basic 
Disclosure  Document  until  such  time  as 
it  resumes  recruiting. 

In  practice,  subsection  (ii)  will  give 
franchisors  who  presently  lack  audited 
financials  at  least  two  complete  fiscal 
years  to  begin  reporting  on  an  audited 
basis.  For  example,  assume  that  a 
franchisor  who  lacks  audited  financials 
first  disseminates  a  Basic  Disclosure 
Document  in  the  middle  of  its  1980  fiscal 
year.  In  such  circumstance,  it  may  use 
its  unaudited  1979  fiscal  year  balance 
sheet  in  that  document.  Within  90  days 
after  the  close  of  its  1980  fiscal  year,  a 
revised  disclosure  document  for  the 
franchisor’s  1981  fiscal  year  must  be 
prepared.  This  new  Basic  Disclosure 
Document  would  contain  the 
franchisor’s  fiscal  1980  financial 
information.  These  financials  need  not 
be  audited  (unless  they  were,  in  fact, 
previously  prepared  on  an  audited 
basis)  since  the  franchisor’s  fiscal  1980 


was  not  a  full  hscal  year  from  the  date 
when  the  frapehisor  was  hrst  required 
to  comply  with  the  rule  [i.e.,  give  out  a 
disclosure  document).  However,  the 
franchisor’s  Basic  Disclosure  Document 
the  next  year,  i.e.,  for  fiscal  year  1982, 
would  contain  a  balance  sheet  opinion 
with  respect  to  its  1981  financial 
statements.  A  “balance  sheet  opinion,” 
in  accounting  terminology,  consists  of  an 
opinion  by  an  independent  certified  or 
licensed  public  accountant  that  the 
balance  sheet  presents  fairly  the 
financial  position  of  the  company,  in 
conformity  with  generally  accepted 
accounting  principles  consistently 
applied  and  that  the  accountant  has 
performed  the  analyses  and 
examinations  required  in  conformity 
with  generally  accepted  accounting 
principles.  The  Basic  Disclosure 
Document  for  fiscal  year  1983  would 
contain  fully  certified  financial 
statements  for  Fiscal  Year  1982. 

A  tabular  summary  of  the  above- 
described  example  is  as  follows: 


Franchisor 
fiscal  year 

Required 
financial 
statement  for 
fiscal  year 
erKfing 

Type  of  statement  required 

1960 . 

1979 . 

Unaudited. 

1981 . 

,  1980 . 

Unaudited. 

1982 . 

1981 . 

Balance  sheet  opinion. 

1983 . 

,  1982 . 

FuHy  certified. 

While  §  436.1(a)(20)(i)  requires  an 
income  statement  (statement  of  results 
of  operations)  and  a  statement  of 
changes  in  financial  position  for  each  of 
the  most  recent  three  fiscal  years,  the 
rule  does  not  require  that  such  past 
information  be  audited  if  it  has  not  in 
fact  been  audited  or,  if  the  franchisor 
has  not  been  in  business  for  that  long. 
The  obligation  to  report  audited 
information  arises  only  as  financial 
statements  are  prepared  on  an  audited 
basis,  within  the  period  set  out  in 
§  (a)(20)(ii).  In  the  example  noted  above, 
the  franchisor  in  fiscal  1983  would 
include  audited  statements  for  fiscal 
year  1982,  and  unaudited  income 
statements  and  statements  of  changes  in 
financial  position  for  fiscal  1981  and 
1980,  indicating  that  such  statements  are 
unaudited. 

Whenever  unaudited  statements  are 
used,  they  must  be  accompanied  by  a 
disclosure  that  the  statement  has  not 
been  audited  by  an  independent 
certified  or  licensed  public  accountant. 
The  format  for  unaudited  financials 
should  correspond  as  closely  as  possible 
to  whatever  consolidated  financials  also 
may  appear.  For  example,  if  the 
consolidated  balance  sheet  lists  five 
categories  of  “current  assets”,  the 
unaudited  balance  sheet  should  list  the 
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same  five  categories  if  possible,  for 
“current  assets",  rather  than  merely  list 
an  aggregate  number  for  “current 
assets”  without  further  elaboration. 

Where  material  changes  occur  in  the 
information  contained  in  the  financial 
statements — i.e.,  changes  which  have  a 
substantial  likelihood  of  affecting  a 
reasonable  franchisee’s  investment 
decision  or  which  have  a  significant 
impact  on  a  franchisee — the  franchisor 
is  required  to  give  the  prospective 
franchisee  updated  information  as 
discussed  in  these  guides  in  Chapter  I 
An  Overview  of  the  Rule,  Section  C 
when  disclosures  must  be  made.  Such 
updated  information  need  not  be 
audited. 

III.  Use  of  Earnings  Claims 

i  The  rule  does  not  require  that  any 
earning  claims  be  made.  However,  if 
such  claims  are  made,  they  may  be 
made  only  in  accordance  with  the 
provisions  of  Sections  436.1  (b)-(e)  of  the 
rule.  Section  436.1(b)  concerns  claims  of 
potential  earnings;  §  436.1(c)  concerns 
claims  of  past  earnings  performance: 

§  436.1(d)  concerns  segments  of  a 
disclosure  document  which  describe  the 
earnings  claims  that  are  made  and 
§  436.1(e)  concerns  earnings  claims 
made  in  the  media. 

<  The  term  earnings  claim  should  be 

'  interpreted  as  including  an  oral,  written 
or  visual  representation  to  a  prospective 
franchisee  or  for  general  dissemination 
in  the  media  which  states  or  suggests  a 
specific  level  or  range  of  potential  or 
actual  sales,  income,  gross  or  net  profits. 
Thus,  it  includes  claims  such  as  “earn  a 
$10,000  profit”  or  "sales  volume  of 
$250,000"  or  “earn  up  to  $25,000  per  year 
income.”  It  also  includes  the 
presentation  of  facts  which  suggests  or 
from  which  a  prospective  franchisee 
easily  could  infer  a  specific  level  or 
range  of  income,  sales  or  profits,  such  as 
“earn  enough  money  to  buy  a  new 
Porsche"  or  “100%  return  on  investment 
within  the  first  year  of  operation.”  It 
does  not  include  mere  puffery,  such  as 
“make  big  money”  or  "opportunity  of  a 
lifetime.”  The  presentation  of  data,  such 
as  costs  only,  from  which  income  or 
profits  can  be  determined  simply  by 
arbitrarily  selecting  a  sales  figure,  is 
considered  to  be  an  earnings  claim 
subject  to  the  provisions  of  the  rule.  All 
earnings  claims — whether  they  be  made 
directly  to  the  prospective  franchisee  or 
in  the  media — must  satisfy  the  following 
rule  imposed  standards: 

1.  A  reasonable  basis  must  exist  to 
support  the  accuracy  of  the  claim. 

2.  Material  sufficient  to  substantiate 
the  accuracy  of  the  claim  must  be  in  the 
franchisor’s  possession  at  the  time  the 
claim  is  made. 


3.  The  claim  must  be  geograpically 
relevant  to  the  prospective  franchisee’s 
proposed  location  (except  for  media 
claims  discussed  infra).  These  three 
standards  are  discussed  separately 
below. 

In  addition,  any  time  an  earnings 
claim  is  made,  an  Earnings  Claim 
Document  must  be  furnished  to  the 
prospective  franchisee  at  the  time 
required  by  the  rule. 

A.  Reasonable  Basis 

The  facts  in  the  franchisor’s 
possession  must  reasonably  support  the 
earnings  claim  as  it  is  likely  to  be 
understood  by  a  reasonable  prospective 
franchisee.  These  facts  should  constitute 
information  upon  which  a  prudent 
businessperson  would  rely  in  making  an 
investment  decision.  Obviously,  no  rigid 
criteria  can  be  established  for  the 
quality  and  quantity  of  information 
which  constitutes  the  reasonable  basis 
for  a  claim. 

With  respect  to  projections  of 
potential  future  earnings  (436.1(b)),  two 
publications  prepared  by  the  American 
institute  of  Certified  Public  Accountants 
suggest  a  number  of  criteria  which 
contribute  to  the  reasonableness  of  a 
forecast.  These  publications  are 
Presentation  and  Disclosure  of 
Financial  Forecasts  (August,  1975) 

( AICPA  Pub.  75-4),  and  Guidelines  for 
Systems  for  the  Preparation  of  Financial 
Forecasts  (Guideline  Series  No.  3  (1975). 
These  factors  include: 

(1)  The  quality  of  information  upon  which 
the  forecast  is  based: 

(2)  The  degree  to  which  the  information 
upon  which  the  forecast  is  based  is  the  best 
information  reasonably  available  to  the 
franchisor  at  the  time  the  forecast  was  made; 

(3)  The  degree  to  which  the  forecast  is  the 
single  most  probable  result,  given  the 
information  and  assumptions  on  which  the 
representation  is  based; 

|4)  The  degree  to  which  the  assumptions  on 
which  the  forecast  is  based  are,  in 
themselves,  reasonable  and  suitably 
supported: 

(5)  Whether  the  forecast  has  been  prepared 
with  appropriate  care  and  by  qualified 
personnel;  and 

|6)  The  degree  to  which  previous  forecasts 
have  been  accurate  in  predicting  subsequent 
events. 

In  citing  these  publications,  the 
Commission  is  not  suggesting  that  they 
are  an  exclusive  test  of  what  constitutes 
a  reasonable  basis;  instead  they  only 
provide  illustrations  of  the  types  of 
considerations  which  are  relevant.  The 
state  of  the  art  of  forecasting  precludes 
any  inflexible  approach  to  the  definition 
of  a  reasonable  basis. 

With  respect  to  claims  of  past 
earnings  performance  pursuant  to 
Section  436.1(c),  the  data  upon  which 


the  franchisor  bases  its  claims  must  be 
capable  of  independent  examination 
and  verification.  The  data  must 
reasonably  support  the  claim  as  it  is 
likely  to  be  understood  by  a  reasonable 
prospective  franchisee.  For  example,  a 
representation  that  franchisees  earn  a 
net  profit  of  $30,000  per  year  implies  that 
such  figure  is  representative  of  the  usual 
experience  of  the  system’s  franchisees. 
The  claim  would  not  have  a  reasonable 
basis  if.  in  fact,  only  a  small  minority  of 
the  franchisees  earn  such  amount  or  if 
profits  were  due  to  non-recurring 
conditions  or  if  the  franchisees  used 
inconsistent  systems  for  reporting  profit. 
Moreover,  the  franchisor  would  not 
have  a  reasonable  basis  for  the  claim  if 
the  only  facts  to  support  it  were  the 
income  statements  of  a 
disproportionately  small  percentage  of 
the  system’s  franchisees. 

Claims  pursuant  to  436.1(c)  should  be 
prepared  in  accordance  with  generally 
accepted  United  States  accounting 
principles  on  a  uniform  basis 
consistently  applied.  This  requirement 
does  not  mean  that  all  franchisee  results 
must  be  audited.  Rather,  a  franchisor 
can  rely  on  profit  and  loss  statements 
furnished  by  franchisees  or  other 
representations  as  long  as  the  franchisor 
is  advised  by  the  franchisees  whose 
data  the  franchisor  utilizes  that  the  data 
was  prepared  in  accordance  with 
generally  accepted  accounting 
principles. 

B.  Substantiation 

A  franchisor  must  possess  the  data 
upon  which  its  earnings  claim  is  based 
at  the  time  the  representation  is  made. 
This  data  can  consist  of,  for  example, 
market  studies,  statistical  analyses, 
franchisee  profit  and  loss  statements,  as 
well  as  other  types  of  information  which 
customarily  are  relied  upon  by  prudent 
persons  in  the  course  of  making 
business  decisions.  This  material  must 
be  made  available  to  prospective 
franchisees  and  to  the  Commission  or  its 
staff  upon  reasonable  notice.  The 
franchisor  must  disclose  the  availability 
of  the  substantiating  material  in 
conjunction  with  any  representation 
made.  In  order  to  protect  franchisees 
from  unwarranted  disclosiue  of 
sensitive  financial  information  the 
franchisor  may  delete  any  identifying 
information  from  which  the  identity  of 
the  franchisee  can  be  obtained  by  the 
prospective  franchisee.  This  limitation, 
however,  does  not  apply  to  disclosures 
made  to  the  Commission. 

C.  Geographic  Relevance 

Earnings  claims  (except  those  used  in 
the  media)  must  be  relevant  to  the 
geographic  market  in  which  the 
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franchisee  is  to  be  located.  This 
common-sense  requirement,  which  is 
essentially  a  part  of  the  “reasonable 
basis”  concept,  simply  recognizes  that 
projections  which  may  be  relevant  to 
the  geographic  market  of  one  franchise 
may  not  be  reasonably  based  for 
another  franchise  to  be  located  in  a 
different  geographic  market  presenting 
significantly  dissimilar  conditions.  This 
requirement  does  not,  however,  restrict 
the  franchisor  to  using  information 
relating  solely  to  the  geographic  area  in 
which  the  franchisee  is  to  be  located.  By 
■'relevant,"  the  Commission  means  that 
the  experience  of  outlets  in  one 
geographic  market  area  is  likely  to  be 
predictive  of  the  prospective 
franchisee’s  experience.  The  more 
similar  the  market  conditions  between 
the  geographic  areas  are  [e.g., 
demographics,  socio-economic 
characteristics,  climate,  location — such 
as  freestanding  vs.  shopping  center — 
etc.)  the  more  predictive  the  experience 
of  the  outlets  in  the  other  geographic 
market  is  likely  to  be.  Any  factors  which 
are  different  and/or  which  are  likely  to 
affect  the  prospective  franchisee’s 
chances  of  achieving  similar  results 
should  be  disclosed. 

D.  Disclosure  Document 

Earnings  claims  may  be  made  only  if 
accompanied  by  an  Earnings  Claim 
Document.  This  document  must  be  given 
to  the  prospective  franchisee  at  the 
earlier  of  the  first  personal  meeting  at 
which  the  claim  is  made  or  ten  days 
prior  to  entering  into  the  franchise 
relationship.  With  respect  to 
representations  made  solely  in  media 
advertising,  the  Earnings  Claim 
Document  must  be  given  at  the  earlier  of 
the  first  personal  meeting  or  time  for 
making  of  disclosures  (described  in 
Chapter  I,  Paragraph  C,  supra). 

The  Earnings  Claim  Document  must 
contain  six  items: 

1.  A  cover  page  setting  forth  the  name 
of  the  franchisor,  the  date  of  issuance  of 
the  document,  and  a  statement — whose 
text  is  set  forth  in  Section  436.1(d)(1) — 
which.  In  essence,  advises  the 
prospective  franchisee  of  the  importance 
of  the  document.  A  table  of  contents  to 
the  document  also  is  required  by  Section 
436.1(d)(2). 

2.  The  earnings  claim. 

3.  A  statement  of  the  bases  and 
assumptions  upon  which  any  earnings 
claim  is  made  (discussed  infra). 

4.  Certain  mandatory  disclosures,  the 
text  of  which  is  dependent  upon  the  type 
of  earnings  claim  made.  If  a  claim 
relates  to  projected  future  earnings 
(Section  43^6.1(b)),  then  the  text  must  be 
as  follows:* 


CAUTION 

These  figures  are  only  estimates  of  what  we 
think  you  may  earn.  There  is  no  assurance 
you’ll  do  as  well.  If  you  rely  on  our  figures, 
you  must  accept  the  risk  of  not  doing  as  well. 

If  the  earnings  claim  relates  to  past 
performance  (Section  436.1(c)),  then  the 
text  must  be  as  follows: 

CAUTION 

Some  outlets  have  [sold]  [earned]  this 
amount.  There  is  no  assurance  you’ll  do  as 
well.  If  you  rely  upon  our  figures,  you  must 
accept  the  risk  of  not  doing  as  well. 

5.  Notice  that  substantiating  material 
is  available  for  inspection  by  the 
prospective  franchisee  (except  that  no 
such  statement  is  required  in  the 
disclosure  document  if  the  earnings 
claims  are  made  solely  in  media 
advertisting). 

6.  Other  disclosures,  depending  upon 
type  of  claim  made  (discussed  infra). 

1.  Statements  of  bases  and  assumptions 

As  set  forth  in  item  3,  supra,  the 
Earnings  Disclosure  Document  must 
contain  a  statement  of  bases  and 
assumptions.  Generally  speaking,  this 
statement  should  furnish  sufficient 
information  to  enable  the  prospective 
franchisee  to  make  an  independent 
judgment  as  to  the  validity  of  the 
earnings  claim.  The  statement  should 
include  a  description  of  the  material 
information  relied  upon  when  making 
the  claim  and  a  description  of  the 
material  assumptions  implicit  in  the 
claim. 

If  an  earnings  claim  relates  to  past 
performance,  or  if  the  results  of  past 
performance  are  used  to  base 
predictions  of  projected,  future 
performance,  then  assumptions  and 
facts  which  bear  on  the  probability  that 
a  prospective  franchisee  will  achieve 
similar  earnings  must  be  disclosed, 
including  characteristics  of  the  outlets 
upon  which  the  claim  is  based  which 
differ  materially  from  the  outlet  being 
offered.  Examples  of  such  differences  in 
characteristics  would  include 
geographic  location,  type  of  location 
[e.g.,  free  standing  vs.  shopping  center 
location),  degree  of  competition  in  the 
market  area,  time  the  outlets  have  been 
in  operation,  services  or  goods  sold, 
services  supplied  by  the  franchisor,  and 
whether  the  units  are  franchised  or 
company-owned  or  operated. 

Assumptions  with  respect  to  earnings 
claims  for  projected  future  earnings 
must  be  disclosed  if  their  validity  is 
sufficiently  in  doubt  that  a  reasonably 
prudent  prospective  franchisee  might  be 
deterred  from  relying  on  the  forecast  if 
he  or  she  knew  of  the  underlying 
assumptions.  Guidance  on  the  type  of 
disclosures  to  be  made  may  be  gained 


from  the  AICPA  Statement  on  the 
Presentation  and  Disclosure  of 
Financial  Forecasts  at  5-6,  which  states, 
in  part: 

Those  assumptions  should  be  disclosed 
which  management  thinks  are  most 
significant  to  the  forecast  or  are  key  factors 
upon  which  the  financial  results  of  the 
enterprise  depend.  There  ordinarily  should  be 
some  indication  of  the  basis  or  rationale  for 
these  assumptions.  It  would  also  be  desirable 
for  the  disclosure  to  include  an  expression  of 
the  relative  impact  of  a  variation  in  the 
assumption  when  it  would  significantly  affect 
the  forecasted  result. 

Frequently,  basic  assumptions  that  have 
enormous  potential  impact  are  considered  to 
be  implicit  in  the  forecast.  Examples  might  be 
conditions  of  peace,  absence  of  natural 
disasters,  etc.  Such  assumptions  need  be 
disclosed  only  when  there  is  a  reasonable 
possibility  that  the  current  conditions  will  not 
prevail.  In  such  circumstances,  to  the  extent 
practicable,  the  possible  impact  of  a  change 
in  the  assumptions  should  be  disclosed. 

■k  It  *  It  * 

Identifying  those  assumptions  which  at  the 
time  of  preparation,  appear  to  be  most 
significant  to  the  forecast  or  which  are  key 
factors -upon  which  the  financial  results  of  the 
business  depend  requires  the  careful  exercise 
of  good-faith  judgment  by  management.  The 
disclosure  should  include  the  following: 

a.  Assumptions  as  to  which  there  is  a 
reasonable  possibility  of  the  occurrence  of  a 
variation  that  may  significantly  affect  the 
forecasted  results. 

b.  Assumptions  about  anticipated 
conditions  that  are  expected  to  be 
significantly  different  from  current 
conditions,  which  are  not  otherwise 
reasonably  apparent. 

c.  Other  matters  deemed  important  to  the 
forecast  or  to  the  interpretation  of  the 
forecast. 

2.  Other  disclosures  for  potential 
earnings  (436.1(b)) 

The  number  and  percentage  of  the 
outlets  which  are  located  in  the 
geographic  markets  that  form  the  basis 
for  the  forecast  and  which  the  franchisor 
Of  the  franchise  broker  knows  to  have 
achieved  at  least  as  favorable  results  as 
those  forecasted  must  appear  in 
immediate  conjunction  with  the 
potential  earnings  claim. 

The  term  “outlet"  includes  both 
franchised  and  company-owned  or 
operated  outlets.  However,  if  the 
representation  is  based  on  both  types  of 
outlets,  the  data  should  separate  the  two 
types  to  reflect  the  experience  of  each 
type  of  outlet. 

The  disclosure  is  limited  to  those 
outlets  which  have  achieved  at  least 
such  results  in  a  time  period  of 
corresponding  length  in  the  immediate 
past  (usually  within  the  last  several 
years)  as  those  forecasted.  Thus,  if  the 
forecast  is  for  achievements  to  be 
reached  in  a  year,  the  disclosure  should 
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indicate  the  number  and  percentage  of  * 
outlets  in  those  geographic  markets 
upon  which  the  representation  is  based 
which  achieved  at  least  the  same  result 
in  a  period  of  a  recent  year.  The 
beginning  and  ending  dates  for  the 
corresponding  time  period  must  be 
disclosed. 

Paragraph  (b)(5)(ii)  requires  that  the 
disclosure  document  include,  where 
appropriate,  a  statement  that  a 
franchisor  is  without  prior  franchising ' 
experience  with  respect  to  thfe  particular 
product  or  service  being  franchised. 

Paragraph  (b)(4)  requires  the 
disclosure  statement  to  include  a 
disclaimer  warning  the  prospective 
franchisee  that  there  is  no  assurance 
that  he  or  she  will  achieve  the  forecast 
and  that  he  or  she  must  assume  the  risk 
that  the  forecast  wrill  not  be  achieved. 

Example  of  Disclosure  of  Potential 
Earnings  Together  With  Statement  of 
Bases  and  Assumptions 

Disclosure 

Ice  Cream  Systems  of  America,  Inc., 
estimates  the  most  probable  sales  volume  for 
the  Hrst  twelve  months  at  the  proposed 
Kensington,  Maryland  site  at  $75,000. 

CAUTION 

These  figures  are  only  estimates  of  what  we 
think  you  may  earn.  There  is  no  assurance 
you’ll  do  as  well.  If  you  rely  upon  our  Hgures, 
you  must  accept  the  risk  of  not  doing  as  well. 
Five  franchised  outlets,  which  constitute  42 
percent  of  all  the  franchised  outlets  in  the 
geographic  markets  upon  which  this  forecast 
is  based,  have  achieved  a  sales  volume  of  at 
least  $75,000  in  their  first  twelve  months,  for 
the  period  from  June  1, 1978  to  May  31, 1979. 

Bases 

This  forecast  is  based  upon  (1)  recent  past 
performance  of  two  franchised  units  in 
similar  geographic  market  areas;  (2)  recent 
past  experience  of  three  franchised  units  in 
the  same  geographic  market  area;  (3)  a 
market  study  for  the  geographic  market  area 
conducted  by  H.  Arthur  Associates,  an 
independent  consulting  firm;  and  (4)  traffic 
volume  study  for  proposed  site  conducted  by 
quali^ed  personnel  from  Ice  Cream  Systems 
of  America,  Inc. 

(1)  Three  franchised  outlets  in  geographical 
market  areas  similar  to  the  suburban 
Washington.  D.C.  area  report  results  for  their 
First  twelve  months  as  at  least  $75,000  in 
sales  volume.  These  franchised  units  are 
identical  in  design  and  operation  to  the  unit 
proposed  for  Kensington,  Maryland,  and  are 
located  in  similar  areas  (shopping  center 
mall]  with  similar  traffic  volume  and 
population  characteristics.  One  of  the  units  is 
located  near  a  small  college  which  generates 
approximately  25%  of  its  customers. 

(2)  Ice  Cream  Systems  of  America,  Inc.,  has 
recently  (^ened  two  other  franchised  outlets 
in  Washington,  D.C.,  suburban  area.  Both 
units  report  sales  volume  in  excess  of  $75,000 
for  their  first  twelve  months  in  business  (June 
1, 1978-May  31, 1979).  One  of  the  units  is 


located  near  the  main  campus  of  a  state 
university  which  accounts  for  approximately 
45%  of  its  customers. 

(3)  Ice  Cream  Systems  of  America,  Inc.,  has 
conducted  appropriate  traffic  volume  studies 
for  the  proposed  site,  which  indicate  traffic 
potential  in  excess  of  that  for  the  five 
franchised  outlets  mentioned  above.  The 
study  indicates  that  the  outlet  should  be  able 
to  generate  200  or  more  customers  a  day. 

(4)  H.  Arthur  Associates,  Inc.,  an 
independent  consultant  has  conducted  a 
market  study  for  the  demand  of  KoneKomer 
products  in  the  geographic  market  areas  in 
which  the  franchise  is  to  be  located 
(suburban  Maryland/Washington,  D.C. 
suburbs).  The  study  indicates  strong 
consumer  preference  for  KoneKorner  brands 
over  brands  currently  available  in  the 
geographic  market  area. 

These  studies,  and  the  financial  statements 
of  the  franchise  units  mentioned  above,  are 
available  to  the  prospective  franchisee  for 
inspection. 

Assumptions 

The  above  forecasted  sales  volumes 
assume  an  opening  date  no  later  than  June  1, 
1980.  If  opening  is  delayed,  this  figure  will  be 
affected  since,  on  the  average  (based  on  all 
reporting  operating  outlets),  50%  of  the 
annual  volume  is  achieved  in  June,  July  and 
August. 

The  above  forecast  assumes  operating 
hours  from  10  A.M.  until  1  A.M.  daily,  365 
days  a  year,  lliis  further  assumes  an  average 
of  172  customers  a  day  with  average  orders  of 
$1.20,  which  is  the  average  of  all  reporting 
operating  outlets. 

The  above  forecast  also  assumes  the 
completing  of  the  Kensington  Community 
College  facilities  by  September  1, 1979. 
Students  fix)m  this  facility  are  expected  to 
account  for  a  significant  proportion  of  the 
customers  (varying  from  25%-45%  in  the 
experience  of  the  two  outlets  mentioned 
above). 

The  above  forecast  also  assumes;  (1)  stable 
supply  of  dairy  products  for  1980;  (2)  no 
competing  ice  cream  outlet  within  a  4  block 
radius:  and  (3)  retail  price  increases  of  no 
more  than  7  percent  in  1980. 

3.  Special  Features  of  Disclosures  of 
Past  Earnings  (436.1(c)) 

Tlie  number  and  percentage  of  outlets 
of  the  franchise  which  are  located  in  the 
geographic  markets  which  form  the 
basis  for  the  representation  and  which 
the  franchisor  or  the  franchise  broker 
knows  to  have  obtained  at  least  the 
same  results  as  those  represented  must 
appear  in  immediate  conjunction  with 
the  past  earnings  claim.  Where  a 
franchisor  distributes  more  than  one 
type  of  good  or  service,  it  may  only 
disclose  information  about  outlets  which 
sell  the  same  goods  or  services  as  those 
being  offered  to  the  prospective 
franchisee.  For  example,  where  a 
franchisor  franchises  two  fast-food 
systems — one  fried  chicken  and  the 
other  pizza — it  may  disclose  only 
information  about  pizza  outlets  where 


the  pizza  franchise  is  the  franchise  being 
offered. 

The  term  “outlet”  includes  both 
franchised  and  company-owned  or 
operated  outlets.  However,  if  the 
representation  is  based  on  both  types  of 
outlets,  the  data  should  separate  the  two 
types  to  reflect  the  experience  of  each 
type  of  outlet. 

The  disclosure  is  limited  to  those 
outlets  which  have  achieved  such 
results  during  a  period  of  corresponding 
length  to  that  represented,  during  the 
immediate  past  [e.g.,  within  the  last 
several  years),  l^e  beginning  and 
ending  dates  of  the  corresponding  time 
period  must  be  disclosed. 

If  the  franchisor  is  without  prior 
experience  in  franchising  the  particular 
product  or  service  being  offered,  it  must 
disclose  this  fact. 

Example  of  Disclosure  of  Past  Earnings 
Together  With  Statement  of  Bases  and 
Assumptions 

Disclosure 

Kleanco  franchisees  earn  $35,000  in  net 
profits  a  year. 

CAUTION 

Some  outlets  have  earned  this  amount.  Ilieie 
is  no  assurance  you'll  do  as  well.  If  you  rely 
upon  our  figures,  you  must  accept  the  risk  of 
not  doing  as  well. 

Thirty,  or  25%  of  all  Kleanco  franchised 
outlets  in  the  5  metropolitan  areas  on  which 
this  claim  is  based,  reported  net  profits  in 
excess  of  $35,000  for  file  fiscal  year  1979.  Quly 
1, 1978-)une  30, 1979). 

Bases 

This  claim  is  based  on  the  income 
statements  (statement  of  results  of 
operations)  for  30  Kleanco  franchises  in  the 
downtown  areas  of  New  York,  New  Haven, 
Trenton.  Philadelphia,  and  Hartford.  These 
statements  have  been  prepared  in 
accordance  with  generally  accepted 
accounting  principles  and  reflect  operations 
for  the  period  from  July  1, 1978-June  30, 1979. 

The  income  statements  are  available  for 
inspection. 

Assumptions 

These  figures  are  based  on  accounting 
principles  which  are  disclosed  as  part  of  the 
income  statement  and  the  notes  thereto. 

Ten  of  the  franchises  noted  above  have 
been  in  business  for  more  than  ten  years:  five 
have  been  in  business  between  five  and  ten 
years;  and  five  more  have  been  in  business 
between  two  and  five  years.  Only  ten  of  the 
outlets  referred  to  above  have  been  open  less 
than  2  years. 

4.  Special  Features  for  Media  Claims 
(436.1(e)) 

Section  436.1(e)  encompasses  earnings 
claims  made  for  "general 
dissemination.”  It  includes  claims  made 
in  advertising  (radio,  television, 
magazines,  newspapers,  billbcmrds,  etc.) 
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as  well  as  those  contained  in  speeches 
or  press  releases.  It  does  not  include 
communications  to  financial  journals  or 
the  trade  press  in  connection  with  bona- 
fide  news  stories,  or  directly  to  lenders 
in  connection  with  arranging  financing 
for  the  franchisee. 

Like  other  earnings  claims,  a 
reasonable  basis  must  exist  for  the 
claim,  substantiating  material  must  be  in 
the  franchisor's  possession  at  the  time 
the  claim  is  made  and  an  Earnings 
Claim  Document  must  be  given  to 
prospective  franchisees  at  the  earlier  of 
the  first  personal  meeting  or  time  for 
making  of  disclosures.  However,  unlike 
claims  made  directly  to  a  prospective 
franchisee,  substantiating  material  must 
be  made  available  for  inspection  only  to 
the  Commission,  and  notice  of  the 
existence  of  the  substantiating  material 
is  not  required.  Further,  no  geographic 
relevance  is  required. 

Mandatory  disclosures  must  be 
included  in  the  actual  advertisement 
containing  any  earnings  claim, 
regardless  of  whether  the  claim  relates 
to  past  earnings  or  potential  earnings. 
Section  436.1(e)(3)  requires,  in 
“immediate  conjunction”  with  any 
earnings  claim,  the  disclosure  of  Uie 
number  and  percentage  of  the  outlets 
which  the  franchisor  or  franchise  broker 
knows  to  have  made  at  least  the  same 
results  as  those  represented  in  the  claim, 
in  the  recent  past  during  a  similar  time 
period.  (If  the  claim  is  not  based  on 
earnings  of  existing  outlets,  this  must  be 
disclosed.)  This  disclosure  should  refer 
to  all  of  the  franchisor’s  outlets 
(including  company  owned  outlets), 
unless  the  advertisement  clearly 
indicates  otherwise.  If  the  claim 
includes  both  franchised  and  company- 
owned  outlets,  each  category  should  be 
reported  separately  in  this  disclosure. 

In  addition  to  the  above  requirement, 
section  436.1(e)(4)  requires  the  following 
disclosures  to  be  made  in  conjunction 
with  any  forecast  about  potential 
franchise  sales,  income  or  profits  in 
media  advertising; 

CAUTION 

These  figures  are  only  estimates;  there  is  no 
assurance  you’ll  do  as  well.  If  you  rely  upon 
our  Bgures.  you  must  accept  the  risk  of  nut 
doing  as  well. 

Example  of  Advertisement  Describing 
Past  Earnings 

Our  Franchisees  Earn  $50,000  or  More  Per 
Year! 

Now,  for  a  limited  time  in  this  area,  a  well- 
known  licensor  of  mobile  office  cleaning 
franchises  is  offering  an  opportunity  for  a 
self-motivated  person  to  join  the  ranks  of 
independent  businessmen  who  have  earned 
$50,000  a  year!  Small  investment  needed!  This 
is  an  opportunity  of  a  lifetime! 


Three  units,  or  6  percent  of  all  franchised 
units,  earned  net  profits  of  at  least  $50,000 
from  June  1, 1978-May  30, 1979. 

rv.  Official  Text  of  the  Franchise  Rule 

§  436.1  The  rule. 

In  connection  with  the  advertising, 
offering,  licensing,  contracting,  sale,  or 
other  promotion  in  or  affecting 
commerce,  as  “commerce”  is  defined  in 
the  Federal  Trade  Commission  Act,  of 
any  franchise,  or  any  relationship  which 
is  represented  either  orally  or  in  writing 
to  be  a  franchise,  it  is  an  unfair  or 
deceptive  act  or  practice  within  the 
meaning  of  section  5  of  that  Act  for  any 
franchisor  or  franchise  broker: 

(a)  To  fail  to  furnish  any  prospective 
franchisee  with  the  following 
information  accurately,  clearly,  and 
concisely  stated,  in  a  legible,  written 
document  at  the  earlier  of  the  “time  for 
making  of  disclosures”  or  the  first 
“personal  meeting”: 

(1) (i)  The  official  name  and  address 
and  principal  place  of  business  of  the 
franchisor,  and  of  the  parent  firm  or 
holding  company  of  the  franchisor,  if 
any; 

(ii)  The  name  under  which  the 
franchisor  is  doing  or  intends  to  do 
business:  and 

(iii)  The  trademarks,  trade  names, 
service  marks,  advertising  or  other 
commercial  symbols  (hereinafter 
collectively  referred  to  as  “marks”) 
which  identify  the  goods,  commodities, 
or  services  to  be  offered,  sold,  or 
distributed  by  the  prospective 
franchisee,  or  under  which  the 
prospective  franchisee  will  be  operating. 

(2)  The  business  experience  during  the 
past  5  years,  stated  individually,  of  each 
of  the  franchisor’s  current  directors  and 
executive  officers  (including,  and 
hereinafter  to  include,  the  chief 
executive  and  chief  operating  officer, 
financial,  franchise  marketing,  training 
and  service  officers).  With  regard  to 
each  person  listed,  those  persons’ 
principal  occupations  and  employers 
must  be  included. 

(3)  The  business  experience  of  the 
franchisor  and  the  franchisor’s  parent 
firm  (if  any),  including  the  length  of  time 
each;  (i)  has  conducted  a  business  of  the 
type  to  be  operated  by  the  franchisee: 

(ii)  has  offered  or  sold  a  franchise  for 
such  business;  (iii)  has  conducted  a 
business  or  offered  or  sold  a  franchise 
for  a  business  (A)  operating  under  a 
name  using  any  mark  set  forth  under 
paragraph  (a)(l)(iii),  or  (B)  involving  the 
sale,  offering,  or  distribution  of  goods, 
commodities,  or  services  which  are 
identified  by  any  mark  set  forth  under 
paragraph  (a)(1)  (iii);  and  (iv)  has 
offered  for  sale  or  sold  franchises  in 
other  lines  of  business,  together  with  a 


description  of  such  other  lines  of 
business. 

(4)  A  statement  disclosing  who,  if  any, 
of  the  persons  listed  in  paragraphs  (a)(2] 
and  (a)(3)  of  this  section: 

(i)  Has,  at  any  time  during  the 
previous  seven  fiscal  years,  been 
convicted  of  a  felony  or  pleaded  nolo 
contendere  to  a  felony  charge  if  the 
felony  involved  fraud  (including 
violation  of  any  franchise  law,  or  unfair 
or  deceptive  practices  law), 
embezzlement,  fraudulent  conversion, 
misappropriation  of  property,  or 
restraint  of  trade: 

(ii)  Has,  at  any  time  during  the 
previous  seven  fiscal  years,  been  held 
liable  in  a  civil  action  resulting  in  a  final 
judgment  or  has  settled  out  of  court  any 
civil  actions  or  is  a  party  to  any  civil 
action  (A)  involving  allegations  of  fraud 
(including  violation  of  any  franchise 
law,  or  unfair  or  deceptive  practices 
law),  embezzlement,  fraudulent 
conversion,  misappropriation  of 
property,  or  restraint  of  trade,  or  (B) 
which  was  brought  by  a  present  or 
former  franchisee  or  franchisees  and 
which  involves  or  involved  the  franchise 
relationship:  Provided,  however.  That 
only  material  individual  civil  actions 
need  be  so  listed  pursuant  to  this 
subparagraph  (4)(li),  including  any  group 
of  civil  actions  which,  irrespective  of  the 
materiality  of  any  single  such  action,  in 
the  aggregate  is  material; 

(iii)  Is  subject  to  any  currently 
effective  State  or  Federal  agency  or 
court  injunctive  or  restrictive  order,  or  is 
a  party  to  a  proceeding  currently 
pending  in  which  such  order  is  sought, 
relating  to  or  affecting  franchise 
activities  or  the  franchisor-franchisee 
relationship,  or  involving  fraud 
(including  violation  of  any  franchise 
law,  or  unfair  or  deceptive  practices 
law),  embezzlement,  fraudulent 
conversion,  misappropriation  of 
property,  or  restraint  of  trade. 

Such  statement  shall  set  forth  the 
identity  and  lopation  of  the  court  or 
agency;  the  date  of  conviction, 
judgment,  or  decision:  the  penalty 
imposed;  the  damages  assessed;  the 
terms  of  settlement  or  the  terms  of  the 
order:  and  the  date,  nature,  and  issuer  of 
each  such  order  or  ruling.  A  franchisor 
may  include  a  summary  opinion  of 
counsel  as  to  any  pending  litigation,  but 
only  if  counsel’s  consent  to  the  use  of 
such  opinion  is  included  in  the 
disclosure  statement. 

(5)  A  statement  disclosing  who,  if  any, 
of  the  persons  listed  in  paragraphs  (a)(2) 
and  (a)(3)  of  this  section  at  any  time 
during  the  previous  7  fiscal  years  has: 

(i)  Filed  in  bankruptcy; 

(ii)  Been  adjudged  bankrupt: 
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(iii)  Been  reorganized  due  to 
insolvency;  or 

(iv)  Been  a  principal,  director, 
executive  officer,  or  partner  of  any  other 
person  that  has  so  tiled  or  was  so 
adjudged  or  reorganized,  during  or 
within  1  year  after  the  period  that  such 
person  held  such  position  in  such  other 
person.  If  so,  the  name  and  location  of 
the  person  having  so  tiled,  or  having 
been  so  adjudged  or  reorganized,  the 
date  thereof,  and  any  other  material 
facts  relating  thereto,  shall  be  set  forth. 

(6)  A  factual  description  of  the 
franchise  offered  to  be  sold  by  the 
franchisor. 

(7)  A  statement  of  the  total  funds 
which  must  be  paid  by  the  franchisee  to 
the  franchisor  or  to  a  person  affiliated 
with  the  franchisor,  or  which  the 
frapchisor  or  such  affiliated  person 
imposes  or  collects  in  whole  or  in  part 
on  behalf  of  a  third  party,  in  order  to 
obtain  or  commence  the  franchise 
operation,  such  as  initial  franchise  fees, 
deposits,  downpayments,  prepaid  rent, 
and  equipment  and  inventory  purchases. 
If  all  or  part  of  these  fees  or  deposits  are 
returnable  under  certain  conditions, 
these  conditions  shall  be  set  forth;  and  if 
not  returnable,  such  fact  shall  be 
disclosed. 

(8)  A  statement  describing  any 
recurring  funds  required  to  be  paid,  in 
connection  with  carrying  on  the 
franchise  business,  by  the  franchisee  to 
the  franchisor  or  to  a  person  affiliated 
with  the  franchisor,  or  which  the 
franchisor  or  such  affiliated  person 
imposes  or  collects  in  whole  or  in  part 
on  behalf  of  a  third  party,  including,  but 
not  limited  to,  royalty,  lease, 
advertising,  training,  and  sign  rental 
fees,  and  equipment  or  inventory 
purchases. 

(9)  A  statement  setting  forth  the  name 
of  each  person  (including  the  franchisor) 
the  franchisee  is  directly  or  indirectly 
required  or  advised  to  do  business  with 
by  the  franchisor,  where  such  persons 
are  affiliated  with  the  franchisor. 

(10)  A  statement  describing  any  real 
estate,  services,  supplies,  products, 
inventories,  signs,  fixtures,  or  equipment 
relating  to  the  establishment  or  the 
operation  of  the  franchise  business 
which  the  franchisee  is  directly  or 
indirectly  required  by  the  franchisor  to 
purchase,  lease  or  rent;  and  if  such 
purchases,  leases  or  rentals  must  be 
made  from  specific  persons  (includng 
the  franchisor),  a  list  of  the  names  and 
addresses  of  each  such  person.  Such  list 
may  be  made  in  a  separate  document 
delivered  to  the  prospective  franchisee 
with  the  prospectus  if  the  existence  of 
such  separate  document  is  disclosed  in 
the  prospectus. 


(11)  A  description  of  the  basis  for 
calculating,  and,  if  such  information  is 
readily  available,  the  actual  amount  of, 
any  revenue  or  other  consideration  to  be 
received  by  the  franchisor  or  persons 
affiliated  with  the  franchisor  from 
suppliers  to  the  prospective  franchisee 
in  consideration  for  goods  or  services 
which  the  franchisor  requires  or  advises 
the  franchisee  to  obtain  from  such 
suppliers. 

(12)  (i)  A  statement  of  all  the  material 
terms  and  conditions  of  any  financing 
arrangement  offered  directly  or 
indirectly  by  the  franchisor,  or  any 
person  affiliated  with  the  franchisor,  to 
the  prospective  franchisee;  and 

(ii)  A  description  of  the  terms  by 
which  any  payment  is  to  be  received  by 
the  franchisor  from  (A)  any  person 
offering  financing  to  a  prospective 
franchisee;  and  (B)  any  person  arranging 
for  financing  for  a  prospective 
franchisee. 

(13)  A  statement  describing  the 
material  facts  of  whether,  by  the  terms 
of  the  franchise  agreement  or  other 
device  or  practice,  the  franchisee  is: 

(i)  Limited  in  the  goods  or  services  he 
or  she  may  offer  for  sale; 

(ii)  Limited  in  the  customers  to  whom 
he  or  she  may  sell  such  goods  or 
services; 

(iii)  Limited  in  the  geographic  area  in 
which  he  or  she  may  offer  for  sale  or  sell 
goods  or  services;  or 

(iv)  Granted  territorial  protection  by 
the  franchisor,  by  which,  with  respect  to 
a  territory  or  area,  (A)  the  franchisor 
will  not  establish  another,  or  more  than 
any  fixed  number  of,  franchises  or 
company-owned  outlets,  either 
operating  under,  or  selling,  offering,  or 
distributing  goods,  commodities  or 
services,  identified  by  any  mark  set 
forth  under  paragraph  (a)(l)(iii)  of  this 
section;  or  (B)  the  franchisor  or  its 
parent  will  not  establish  other 
franchises  or  company-owned  outlets 
selling  or  leasing  the  same  or  similar 
products  or  services  under  a  different 
trade  name,  trademark,  service  mark, 
advertising  or  other  commercial  symbol. 

(14)  A  statement  of  the  extent  to 
w'hich  the  franchisor  requires  the 
franchisee  (or,  if  the  franchisee  is  a 
corporation,  any  person  affiliated  with 
the  franchisee)  to  participate  personally 
in  the  direct  operation  of  the  franchise. 

(15)  A  statement  disclosing,  with 
respect  to  the  franchise  agreement  and 
any  related  agreements: 

(i)  The  term  (i.e.,  duration  of 
arrangement),  if  any,  of  such  agreement, 
and  whether  such  term  is  or  may  be 
affected  by  any  agreement  (including 
leases  or  subleases)  other  than  the  one 
from  which  such  term  arises; 


(ii)  The  conditions  under  which  the 
franchisee  may  renew  or  extend; 

(iii)  The  conditions  under  which  the 
franchisor  may  refuse  to  renew  or 
extend; 

(iv)  The  conditions  imder  which  the 
franchisee  may  terminate; 

(v)  The  conditions  under  which  the 
franchisor  may  terminate; 

(vi)  The  obligations  (including  lease  or 
sublease  obligations)  of  the  franchisee 
after  termination  of  the  franchise  by  the 
franchisor,  and  the  obligations  of  the 
franchisee  (including  lease  or  sublease 
obligations)  after  termination  of  the 
franchise  by  the  franchisee  and  after  the 
expiration  of  the  franchise; 

(vii)  The  franchisee’s  interest  upon 
termination  of  the  franchise,  or  upon 
refusal  to  renew  or  extend  the  franchise, 
whether  by  the  franchisor  or  by  the 
franchisee; 

(viii)  The  conditions  under  which  the 
franchisor  may  repurchase,  whether  by 
right  of  first  refusal  or  at  the  option  of 
the  franchisor  (and  if  the  franchisor  has 
the  option  to  repurchase  the  franchise, 
whether  there  will  be  an  independent 
appraisal  of  the  franchise,  whether  the 
repurchase  price  will  be  determined  by 
a  predetermined  formula  and  whether 
there  will  be  a  recognition  of  goodwill  or 
other  intangibles  associated  therewith  in 
the  repurchase  price  to  be  given  the 
franchisee); 

(ix)  The  conditions  under  which  the 
franchisee  may  sell  or  assign  all  or  any 
interest  in  the  ownership  of  the 
franchise,  or  of  the  assets  of  the 
franchise  business; 

(x)  The  conditions  under  which  the 
franchisor  may  sell  or  assign,  in  whole 
or  in  part,  its  interest  under  such 
agreements; 

(xi)  The  conditions  under  which  the 
franchisee  may  modify; 

(xii)  The  conditions  under  which  the 
franchisor  may  modify; 

(xiii)  The  rights  of  the  franchisee’s 
heirs  or  personal  representative  upon 
the  death  or  incapacity  of  the 
franchisee;  and 

(xiv)  The  provisions  of  any  covenant 
not  to  compete. 

(16)  A  statement  disclosing,  with 
respect  to  the  franchisor  and  as  to  the 
particular  named  business  being  offered: 

(i)  The  total  number  of  franchises 
operating  at  the  end  of  the  preceding 
fiscal  year; 

(ii)  The  total  number  of  company- 
owned  outlets  operating  at  the  end  of 
the  preceding  fiscal  year; 

(iii)  The  names,  addresses,  and 
telephone  numbers  of  (A)  the  10 
franchised  outlets  of  the  named 
franchise  business  nearest  the 
prospective  franchisee’s  intended 
location;  or  (B)  all  franchisees  of  the 


49987 


Federal  Register  /  Vol.  44.  No.  166  /  Friday,  August  24,  1979  /  Rules  and  Regulations 


franchisor,  or  (C)  all  franchisees  of  the 
franchisor  in  the  State  in  which  the 
prospective  franchisee  lives  or  where 
'  the  proposed  franchise  is  to  be  located. 
Provided,  however.  That  there  are  more 
than  10  such  franchisees.  If  the  number 
of  franchisees  to  be  disclosed  pursuant 
to  subparagraph  (B)  or  (C)  exceeds  50, 
such  listing  may  be  made  in  a  separate 
document  delivered  to  the  prospective 
franchisee  with  the  prospectus  if  the 
existence  of  such  separate  document  is 
disclosed  in  the  prospectus; 

(iv)  The  number  of  franchises 
voluntarily  terminated  or  not  renewed 
by  franchisees  within,  or  at  the 
conclusion  of,  the  term  of  the  franchise 
agreement,  during  the  preceding  fiscal 
year; 

(v)  The  number  of  franchises 
reacquired  by  purchase  by  the 
franchisor  during  the  term  of  the 
franchise  agreement,  and  upon  the  ( 
conclusion  of  the  term  of  the  franchise 
agreement,  during  the  preceding  fiscal 
year, 

(vi)  The  number  of  franchises 
otherwise  reacquired  by  the  franchisor 
during  the  term  of  the  franchise 
agreement,  and  upon  the  conclusion  of 
the  term  of  the  franchise  agreement, 
during  the  preceding  fiscal  year. 

(vii)  The  number  of  franchises  for 
which  the  franchisor  refused  renewal  of 
the  franchise  agreement  or  other 
agreements  relating  to  the  franchise 
during  the  preceding  fiscal  year;  and 

(viii)  The  number  of  franchises  that 
were  canceled  or  terminated  by  the 
franchisor  during  the  term  of  the 
franchise  agreement,  and  upon 
conclusion  of  the  term  of  the  franchise 
agreement,  during  the  preceding  fiscal 
year. 

With  respect  to  the  disclosures  required 
by  paragraphs  (a)(16)  (v),  (vi),  (vii),  and 
(viii)  of  this  section,  the  disclosure 
statement  shall  also  include  a  general 
categorization  of  the  reasons  for  such 
reacquisitions,  refusals  to  renew  or 
terminations,  and  the  number  falling 
within  each  such  category,  including  but 
not  limited  to  the  following:  failure  to 
comply  with  quality  control  standards, 
failure  to  make  sufficient  sales,  and 
other  breaches  of  contract. 

(17)(i)  If  site  selection  or  approval 
thereof  by  the  franchisor  is  involved  in 
tlie  franchise  relationship,  a  statement 
disclosing  the  range  of  time  that  has 
elapsed  between  signing  of  franchise 
agreements  or  other  agreements  relating 
to  the  franchise  and  site  selection,  for 
agreements  entered  into  during  the 
preceding  fiscal  year;  and 

(ii)  If  operating  franchise  outlets  are  to 
be  provided  by  the  franchisor,  a 
statement  disclosing  the  range  of  time 


that  has  elapsed  between  the  signing  of 
franchise  agreements  or  other 
agreements  relating  to  the  franchise  and 
the  commencement  of  the  franchisee’s 
business,  for  agreements  entered  into 
during  the  preceding  fiscal  year. 

With  respect  to  the  disclosures  required 
by  paragraphs  (a)(17)  (i)  and  (ii)  of  this 
section,  a  franchisor  may  at  its  option 
also  provide  a  distribution  chart  using 
meaningful  classifications  with  respect 
to  such  ranges  of  time, 

(18)  If  the  franchisor  offers  an  initial 
training  program  or  informs  the 
prospective  franchisee  that  it  intends  to 
provide  such  person  with  initial  training, 
a  statement  disclosing: 

(i)  The  type  and  nature  of  such 
training; 

(ii)  The  minimum  amount,  if  any,  of 
training  that  will  be  provided' to  a 
franchisee;  and 

(iii)  The  cost,  if  any,  to  be  borne  by 
the  franchisee  for  the  training  to  be 
provided,  or  for  obtaining  such  training. 

(19)  If  the  name  of  a  public  figure  is 
used  in  connection  with  a 
recommendation  to  purchase  a 
franchise,  or  as  a  part  of  the  name  of  the 
franchise  operation,  or  if  the  public 
figure  is  slated  to  be  involved  with  the 
manage.ment  of  the  franchisor,  a 
statement  disclosing: 

(i)  The  nature  and  extent  of  the  public 
figure's  involvement  and  obligations  to 
the  franchisor,  including  but  not  limited 
to  the  promotional  assistance  the  public 
figure  will  provide  to  the  franchisor  and 
to  the  franchisee; 

(ii)  The  total  investment  of  the  public 
figure  in  the  franchise  operation;  and 

(iii)  The  amount  of  any  fee  or  fees  the 
franchisee  will  be  obligated  to  pay  for 
such  involvement  or  assistance  provided 
by  the  public  figure. 

(20) (i)  A  balance  sheet  (statement  of 
financial  position)  for  the  franchisor  for 
the  most  recent  fiscal  year,  and  an 
income  statement  (statement  of  results 
of  operations)  and  statement  of  changes 
in  financial  position  for  the  franchisor 
for  the  most  recent  3  fiscal  years.  Such 
statements  are  required  to  have  been 
examined  in  accordance  with  generally 
accepted  auditing  standards  by  an 
independent  certified  or  licensed  public 
accountant.  Provided,  however.  That 
where  a  franchisor  is  a  subsidiary  of 
another  corporation  which  is  permitted 
under  generally  accepted  accounting 
principles  to  prepare  financial 
statements  on  a  consolidated  or 
combined  statement  basis,  the  above 
information  may  be  submitted  for  the 
parent  if  (A)  the  corresponding 
unaudited  financial  statements  of  the 
franchisor  are  also  provided,  and  (B)  the 
parent  absolutely  and  irrevocably  has 


agreed  to  guarantee  all  obligations  of 
the  subsidiary; 

(ii)  Unaudited  statements  shall  be 
used  only  to  the  extent  that  audited 
statements  have  not  been  made,  and 
provided  that  such  statements  are 
accompanied  by  a  clear  and 
conspicuous  disclosure  that  they  are 
unaudited.  Statements  shall  be  prepared 
on  an  audited  basis  as  soon  as 
practicable,  but,  at  a  minimum,  financial 
statements  for  the  first  full  fiscal  year 
following  the  date  on  which  the 
franchisor  must  first  comply  with  this 
part  shall  contain  a  balance  sheet 
opinion  prepared  by  an  independent 
certified  or  licensed  public  accountant, 
and  Hnancial  statements  for  the 
following  fiscal  year  shall  be  fully 
audited. 

(21)  All  of  the  foregoing  information  in 
paragraph  (a)  (1)  through  (20)  of  this 
section  shall  be  contained  in  a  single 
disclosure  statement  or  prospectus, 
which  shall  not  contain  any  materials  or 
information  other  than  that  required  by 
this  part  or  by  State  law  not  preempted 
by  tUs  part.  'Hiis  does  not  preclude 
franchisors  or  franchise  brokers  from 
giving  other  nondeceptive  information 
orally,  visually,  or  in  separate  literature 
so  long  as  such  information  is  not 
contradictory  to  the  information  in  the 
disclosiire  statement  required  by 
paragraph  (a)  of  this  section.  This 
disclosure  statement  shall  carry  a  cover 
sheet  distinctively  and  conspicuously 
showing  the  name  of  the  franchisor,  the 
date  of  issuance  of  the  disclosure 
statement,  and  the  following  notice 
imprinted  thereon  in  upper  and  lower 
case  boldface  type  of  not  less  than  12 
point  size: 

INFORMATION  FOR  PROSPECTIVE 
FRANCHISEES  REQUIRED  BY  FEDERAL 
TRADE  COMMISSION 
***** 

To  protect  you,  we’ve  required  your 
franchisor  to  give  you  this  information.  We 
ha  ven ’t  checked  it,  and  don ’t  know  if  it 's 
correct.  It  should  help  you  make  up  your 
mind.  Study  it  carefully.  While  it  includes 
some  information  about  your  contract,  don't 
rely  on  it  alone  to  understand  your  contract. 
Read  all  of  your  contract  carefully.  Buying  a 
franchise  is  a  complicated  investment.  Take 
your  time  to  decide.  If  possible,  show  your 
contract  and  this  information  to  an  advisor, 
like  a  lawyer  or  an  accountant. 

If  you  find  anything  you  think  may  be 
wrong  or  anything  important  that’s  been  left 
out,  you  should  let  us  know  about  iL  It  may 
be  against  the  law. 

There  may  also  be  laws  on  franchising  in 
your  state.  Ask  your  state  agencies  about 
them. 

Federal  Trade  Commission, 

Washington,  D.C. 

Provided,  That  the  obligation  to  furnish 
such  disclosure  statement  shall  be 
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deemed  to  have  been  met  for  both  the 
franchisor  and  the  franchise  broker  if 
either  such  party  furnishes  the 
prospective  franchisee  with  such 
disclosure  statement. 

(22)  All  information  contained  in  the 
disclosure  statement  shall  be  current  as 
of  the  close  of  the  franchisor's  most 
recent  fiscal  year.  After  the  close  of 
each  fiscal  year,  the  franchisor  shall  be 
given  a  period  not  exceeding  90  days  to 
prepare  a  revised  disclosure  statement 
and,  following  such  90  days,  may 
distribute  only  the  revised  prospectus 
and  no  other.  The  franchisor  shall, 
within  a  reasonable  time  after  the  close 
of  each  quarter  of  the  Hscal  year, 
prepare  revisions  to  be  attached  to  the 
disclosure  statement  to  reflect  any 
material  change  in  the  franchisor  or 
relating  to  the  franchise  business  of  the 
franchisor,  about  which  the  franchisor 
or  franchise  broker,  or  any  agent, 
representative,  or  employee  thereof, 
knows  or  should  know.  Each 
prospective  franchisee  shall  have  in  his 
or  her  possession,  at  the  “time  for 
making  of  disclosures.”  the  disclosure 
statement  and  quarterly  revision  for  the 
period  most  recent  to  the  “time  for 
making  of  disclosures”  and  available  at 
that  time.  Information  which  is  required 
to  be  audited  pursuant  to  paragraph 

(a](20]  of  this  section  is  not  required  to 
be  audited  for  quarterly  revisions, 
Provided,  however,  That  the  unaudited 
information  be  accompanied  by  a 
statement  in  immediate  conjunction 
therewith  that  clearly  and  conspicuously 
discloses  that  such  information  has  not 
been  audited. 

(23)  A  table  of  contents  shall  be 
included  within  the  disclosure 
statement. 

(24)  The  disclosure  statement  shall 
include  a  comment  which  either 
positively  or  negatively  responds  to 
each  disclosure  item  required  to  be  in 
the  disclosure  statement,  by  use  of  a 
statement  which  fully  incorporates  the 
information  required  by  the  item.  Each 
disclosure  item  therein  must  be 
preceded  by  the  appropriate  heading,  as 
set  forth  in  Note  3  of  this  part. 

(b)  To  make  any  oral,  written,  or 
visual  representation  to  a  prospective 
franchisee  which  states  a  specific  level 
of  potential  sales,  income,  gross  or  net 
profit  for  that  prospective  franchisee,  or 
which  states  other  facts  which  suggest 
such  a  specific  level,  unless: 

(1)  At  the  time  such  representation  is 
made,  such  representation  is  relevant  to 
the  geographic  market  in  which  the 
franchise  is  to  be  located; 

(2)  At  the  time  such  representation  is 
made,  a  reasonable  basis  exists  for  such 
representation  and  the  franchisor  has  in 
its  possession  material  which 


constitutes  a  reasonable  basis  for  such 
representation,  and  such  material  is 
made  available  to  any  prospective 
franchisee  and  to  the  Commission  or  its 
staff  upon  reasonable  demand. 

Provided,  however.  That  in  immediate 
conjunction  with  such  representation, 
the  franchisor  shall  disclose  in  a  clear 
and  conspicuous  manner  that  such 
material  is  available  to  the  prospective 
franchisee;  and  Provided,  further  That 
no  provision  within  paragraph  (b)  of  this 
section  shall  be  construed  as  requiring 
the  disclosure  to  any  prospective 
franchisee  of  the  identity  of  any  specific 
franchisee  or  of  information  reasonably 
likely  to  lead  to  the  disclosure  of  such 
person’s  identity;  and  Provided,  further. 
That  no  additional  representation  as  to 
a  prospective  franchisee’s  potential 
sales,  income,  or  profits  may  be  made 
later  than  the  “time  for  making  of 
disclosures”; 

(3)  Such  representation  is  set  forth  in 
detail  along  with  the  material  bases  and 
assumptions  therefor  in  a  single  legible 
written  document  whose  text 
accurately,  clearly  and  concisely 
discloses  such  information,  and  none 
other  than  that  provided  for  by  this  part 
or  by  State  law  not  preempted  by  this 
part.  Each  prospective  franchisee  to 
whom  the  representation  is  made  shall 
be  furnished  with  such  document  no 
later  than  the  “time  for  making  of 
disclosures;”  Provided,  however.  That  if 
the  representation  is  made  at  or  prior  to 
a  “personal  meeting”  and  such  meeting 
occurs  before  the  “time  for  making  of 
disclosures,”  the  document  shall  be 
furnished  to  the  prospective  franchisee 
to  whom  the  representation  is  made  at 
that  “personal  meeting”; 

(4)  'The  following  statement  is  clearly 
and  conspicuously  disclosed  in  the 
document  described  by  paragraph  (b)(3) 
of  this  section  in  immediate  conjunction 
with  such  representation  and  in  not  less 
than  twelve  point  upper  and  lower-case 
type: 

CAUTION 

These  figures  are  only  estimates  of  what 
we  think  you  may  earn.  There  is  no  assurance 
you’ll  do  as  well.  If  you  rely  upon  our  figures, 
you  must  accept  the  risk  of  not  doing  as  well. 

(5)  The  following  information  is 
clearly  and  conspicuously  disclosed  in 
the  document  described  by  paragraph 
(b)(3)  of  this  section  in  immediate 
conjunction  with  such  representation: 

(i)  The  number  and  percentage  of 
outlets  of  the  named  franchise  business 
which  are  located  in  the  geographic 
markets  that  form  the  basis  for  any  such 
representation  and  which  are  known  to 
the  franchisor  or  franchise  broker  to 
have  earned  or  made  at  least  the  same 
sales,  income,  or  profits  during  a  period 


of  corresponding  length  in  the 
immediate  past  as  those  potential  sales, 
income,  or  profits  represented:  and 

(ii)  The  beginning  and  ending  dates 
for  the  corresponding  time  period 
referred  to  by  paragraph  (b)(5)(i)  of  this 
section.  Provided,  however.  That  any 
franchisor  without  prior  franchising 
experience  as  to  the  named  franchise 
business  so  indicate  such  lack  of 
experience  in  the  document  described  in 
paragraph  (b)(3)  of  this  section. 

Except,  That  representations  of  the 
sales,  income  or  profits  of  existing 
franchise  outlets  need  not  comply  with 
this  paragraph  (b). 

(c)  To  make  any  oral,  written  or  visual 
representation  to  a  prospective 
franchisee  which  states  a  speciHc  level 
of  sales,  income,  gross  or  net  profits  of 
existing  outlets  (whether  franchised  or 
company-owned)  of  the  named 
franchise  business,  or  which  states  other 
facts  which  suggest  such  a  specific  level, 
unless: 

(1)  At  the  time  such  representation  is 
made,  such  representation  is  relevant  to 
the  geographic  market  in  which  the 
franchise  is  to  be  located; 

(2)  At  the  time  such  representation  is 
made,  a  reasonable  basis  exists  for  such 
representation  and  the  franchisor  has  in 
its  possession  material  which 
constitutes  a  reasonable  basis  for  such 
representation,  and  such  material  is 
made  available  to  any  prospective 
franchisee  and  to  the  Commission  or  its 
staff  upon  reasonable  demand. 

Provided,  however.  That  in  immediate 
conjunction  with  such  representation, 
the  franchisor  discloses  in  a  clear  and 
conspicuous  manner  that  such  material 
is  available  to  the  prospective 
franchisee:  and  Provided,  further.  That 
no  provision  within  paragraph  (c)  of  this 
section  shall  be  construed  as  requiring 
the  disclosure  to  any  prospective 
franchisee  of  the  identity  of  any  specific 
franchisee  or  of  information  reasonably 
likely  to  lead  to  the  disclosure  of  such 
person’s  identity;  and  Provided,  further. 
That  no  additional  representation  as  to 
the  sales,  income,  or  gross  or  net  profits 
of  existing  outlets-  (whether  franchised 
or  company-owned)  of  the  named 
franchise  business  may  be  made  later 
than  the  “time  for  making  of 
disclosures”; 

(3)  Such  representation  is  set  forth  in 
detail  along  with  the  material  bases  and 
assumptions  therefor  in  a  single  legible 
written  document  which  accurately, 
clearly  and  concisely  discloses  such 
information,  and  none  other  than  that 
provided  for  by  this  part  or  by  State  law 
not  preempted  by  this  part.  Each 
prospective  franchisee  to  whom  the 
representation  is  made  shall  be 
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furnished  with  such  document  no  later 
than  the  “time  for  making  of 
disclosures,”  Provided,  however.  That  if 
the  representation  is  made  at  or  prior  to 
a  “personal  meeting"  and  such  meeting 
occurs  before  the  “time  for  making  of 
disclosures,"  the  document  shall  be 
furnished  to  the  prospective  franchisee 
to  whom  the  representation  is  made  at 
that  “personal  meeting”: 

(4)  The  underlying  data  on  which  the 
representation  is  based  have  been 
prepared  in  accordance  with  generally 
accepted  accounting  principles; 

(5)  The  following  statement  is  clearly 
and  conspicuously  disclosed  in  the 
document  described  by  paragraph  (c)(3) 
of  this  section  in  immediate  conjunction 
with  such  representation,  and  in  not  less 
than  twelve  point  upper  and  lower  case 
boldface  type: 

CAUTION 

Some  outlets  have  (sold)  [earned)  this 
amount.  There  is  no  assurance  you’ll  do  as 
well.  If  you  rely  upon  our  figures,  you  must 
accept  the  risk  of  not  doing«s  well. 

(6)  The  following  information  is 
clearly  and  conspicuously  disclosed  in 
the  document  described  by  paragraph 

(c)(3)  of  this  section  in  immediate 
conjunction  with  such  representation: 

(i)  The  number  and  percentage  of 
outlets  of  the  named  franchise  business 
which  are  located  in  the  geographic 
markets  that  form  the  basis  for  any  such 
representation  and  which  are  known  to 
the  franchisor  or  franchise  broker  to 
have  earned  or  made  at  least  the  same 
sales,  income,  or  profits  during  a  period 
of  corresponding  length  in  the 
immediate  past  as  those  sales,  income, 
or  profits  represented:  and 

(ii)  The  beginning  and  ending  dates 
for  the  corresponding  time  period 
referred  to  by  subparagraph  (6)(i), 
-Provided,  however.  That  any  franchisor 
without  prior  franchising  experience  as 
to  the  named  franchise  business  so 
indicate  such  lack  of  experience  in  the 
document  described  in  paragraph  (c)(3) 
of  this  section. 

(d)  To  fail  to  provide  the  following 
information  within  the  document(s) 
required  by  paragraphs  (b)(3)  and  (c)(3) 
of  this  section  whenever  any 
representation  is  made  to  a  prospective 
franchisee  regarding  its  potential  sales, 
income,  or  profits,  or  the  sales,  income, 
gross  or  net  profits  of  existing  outlets 
(whether  franchised  or  company-owned) 
of  the  named  franchise  business: 

(1)  A  cover  sheet  distinctively  and 
conspicuously  showing  the  name  of  the 
franchisor,  the  date  of  issuance  of  the 
document  and  the  following  notice 
imprinted  thereon  in  upper  and  lower 
case  boldface  type  of  not  less  than 
twelve  point  size: 


INFORMATION  FOR  PROSPECTIVE 
FRANCHISEES  ABOUT  FRANCHISE 
[SALES]  [INCOME]  [PROFIT]  REQUIRED 
BY  THE  FEDERAL  TRADE  COMMISSION. 

To  protect  you,  we’ve  required  the 
franchisor  to  give  you  this  information.  We 
haven ’t  checked  it  and  don 't  know  if  it's 
correct.  Study  these  facts  and  figures 
carefully.  If  possible,  show  them  to  someone 
who  can  advise  you,  like  a  lawyer  or  an 
accountant.  Then  take  your  time  and  think  it 
over. 

If  you  find  anything  you  think  may  be 
wrong  or  anything  important  that’s  been  left 
out,  let  us  know  about  it.  It  may  be  against 
the  law. 

There  may  also  be  laws  on  franchising  in 
your  State.  Ask  your  State  agencies  about 
them. 

Federal  Trade  Commission, 

Washington,  D.C. 

(2)  A  table  of  contents. 

Provided,  however.  That  each 
prospective  franchisee  to  whom  the 
representation  is  made  shall  be  notified 
at  the  “time  for  making  of  disclosures" 
of  any  material  change  (about  which  the 
franchisor,  franchise  broker,  or  any  of 
the  agents,  representatives,  or 
employees  thereof,  knows  or  should 
know)  in  the  information  contained  in 
the  document(s)  described  by 
paragraphs  (b)(3)  and  (c)(3)  of  this 
section. 

(e)  To  make  any  oral,  written,  or 
visual  representation  for  general 
dissemination  (not  otherwise  covered  by 
paragraphs  (b)  or  (c)  of  this  section) 
which  states  a  specific  level  of  sales, 
income,  gross  or  net  profits,  either  actual 
or  potential,  of  existing  or  prospective 
outlets  (whether  franchised  or  company- 
owned)  of  the  named  franchise  business 
or  which  states  other  facts  which 
suggest  such  a  specific  level,  unless; 

(1)  At  the  time  such  representation  is 
made,  a  reasonable  basis  exists  for  such 
representation  and  the  franchisor  has  in 
its  possession  material  which 
constitutes  a  reasonable  basis  for  such 
representation  and  which  is  made 
available  to  the  Commission  or  its  staff 
upon  reasonable  demand; 

(2)  The  underlying  data  on  which  each 
representation  of  sales,  income  or  profit 
for  existing  outlets  is  based  have  been 
prepared  in  accordance  with  generally 
accepted  accounting  principles; 

(3)  In  immediate  conjunction  with 
such  representation,  there  shall  be 
clearly  and  conspicuously  disclosed  the 
number  and  percentage  of  outlets  of  the 
named  franchise  business  which  the 
franchisor  or  the  franchise  broker  knows 
to  have  earned  or  made  at  least  the 
same  sales,  income,  or  profits  during  a 
period  of  corresponding  length  in  the 
immediate  past  as  those  sales,  income, 
or  profits  represented,  and  the  beginning 
and  ending  dates  for  said  time  period; 


(4)  In  immediate  conjunction  with 
each  such  representation  of  potential 
sales,  income  or  profits,  the  following 
statement  shall  be  clearly  and 
conspicuously  disclosed: 

CAUTION 

’These  figures  are  only  estimates;  there  is  no 
assurance  you’ll  do  as  well.  If  you  rely  upon 
our  figures,  you  must  accept  the  risk  of  not 
doing  as  well. 

Provided,  however.  That  if  such 
representation  is  not  based  on  actual 
experience  of  existing  outlets  of  the 
named  franchise  business,  that  fact  also 
should  be  disclosed; 

(5)  No  later  than  the  earlier  of  the  first 
“personal  meeting”  or  the  “time  for 
making  of  disclosures,”  each  prospective 
franchisee  shall  be  given  a  single, 
legible  written  document  which 
accurately,  clearly  and  concisely  sets 
forth  the  following  information  and 
materials  (and  none  other  than  that 
provided  for  by  this  part  or  by  State  law 
not  preempted  by  this  part): 

(i)  The  representation,  set  forth  in 
detail  along  with  the  material  bases  and 
assumptions  therefor; 

(ii)  The  number  and  percentage  of 
outlets  of  the  named  franchise  business 
which  the  franchisor  or  the  franchise 
broker  knows  to  have  earned  or  made  at 
least  the  same  sales,  income  or  profits 
during  a  period  of  corresponding  length 
in  the  immediate  past  as  those  sales, 
income,  or  profits  represented,  and  the 
beginning  and  ending  dates  for  said  time 
period; 

(iii)  With  respect  to  each  such 
representation  of  sales,  income,  or 
profits  of  existing  outlets,  the  following 
statement  shall  be  clearly  and 
conspicuously  disclosed  in  immediate 
conjunction  therewith,  printed  in  not 
less  than  12  point  upper  and  lower  case 
boldface  type: 

CAUTION 

Some  outlets  have  [sold]  [earned]  this 
amount.  There  is  no  assurance  you’ll  do  as 
well.  If  you  rely  upon  our  figures,  you  must 
accept  the  risk  of  not  doing  as  well. 

(iv)  With  respect  to  each  such 
representation  of  potential  sales, 
income,  or  profits,  the  following 
statement  shall  be  clearly  and 
conspicuously  disclosed  in  immediate 
conjunction  therewith,  printed  in  not 
less  than  12  point  upper  and  lower  case 
boldface  type: 

CAUTION 

These  figures  are  only  estimates.  There  is 
no  assurance  that  you’ll  do  as  well.  If  you 
rely  upon  our  figures,  you  must  accept  the 
risk  of  not  doing  as  well. 

(v)  If  applicable,  a  statement  clearly 
and  conspicuously  disclosing  that  the 
franchisor  lacks  prior  franchising 
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experience  as  to  the  named  franchise 
business; 

(vi)  If  applicable,  a  statement  clearly 
and  conspicuously  disclosing  that  the 
franchisor  has  not  been  in  business  long 
enough  to  have  actual  business  data; 

(vii)  A  cover  sheet,  distinctively  and 
conspicuously  showing  the  name  of  the 
franchisor,  the  date  of  issuance  of  the 
document,  and  the  following  notice 
printed  thereon  in  not  less  than  12  point 
upper  and  lower  case  boldface  type; 

INFORMATION  FOR  PROSPECTIVE 
FRANCHISEES  ABOUT  FRANCHISE 
ISALESJ  [INCOME]  [PROFIT]  REQUIRED 
BY  THE  FEDERAL  TRADE  COMMISSION 

To  protect  you,  we've  required  the 
franchisor  to  give  you  this  information.  We 
haven 't  checked  it  and  don 't  know  if  it's 
correct.  Study  these  facts  and  Hgures 
carefully.  If  possible,  show  them  to  someone 
who  can  advise  you,  like  a  lawyer  or  an 
accountant. 

If  you  find  anything  you  think  may  be 
wrong  or  anything  important  that’s  been  left 
out,  let  us  know  about  it.  It  may  be  against 
the  law. 

There  may  also  be  laws  about  franchising 
in  your  State.  Ask  your  State  agencies  about 
them. 

Federal  Trade  Commission 
Washington,  D.C. 

(viii)  A  table  of  contents; 

(6)  Each  prospective  franchisee  shall 
be  notified  at  the  “time  for  making  of 
disclosures”  of  any  material  changes 
that  have  occurred  in  the  information 
contained  in  this  document. 

(f)  To  make  any  claim  or 
representation  which  is  contradictory  to 
the  information  required  to  be  disclosed 
by  this  part. 

(g)  To  fail  to  furnish  the  prospective 
franchisee  with  a  copy  of  the 
franchisor’s  franchise  agreement  and 
related  agreements  with  the  document, 
and  a  copy  of  the  completed  franchise 
and  related  agreements  intended  to  be 
executed  by  the  parties  at  least  5 
business  days  prior  to  the  date  the 
agreements  are  to  be  executed. 

Provided,  however.  That  the 
obligations  defined  in  paragraphs  (b) 
through  (g)  of  this  section  shall  be 
deemed  to  have  been  met  for  both  the 
franchisor  and  the  franchise  broker  if 
either  such  person  furnishes  the 
prospective  franchisee  with  the  written 
disclosures  required  thereby. 

(h)  To  fail  to  return  any  funds  or 
deposits  in  accordance  with  any 
conditions  disclosed  pursuant  to 
paragraph  (a)(7)  of  this  section. 

§  436.2  Definitions. 

As  used  in  this  part,  the  following 
definitions  shall  apply; 

(a)  The  term  “franchise”  means  any 
continuing  commercial  relationship 


created  by  any  arrangement  or 
arrangements  whereby: 

(l)(i)(A)  a  person  (hereinafter 
“franchisee”)  offers,  sells,  or  distributes 
to  any  person  other  than  a  “franchisor” 
(as  hereinafter  defined),  goods, 
commodities,  or  services  which  are; 

(1)  Identified  by  a  trademark,  service 
mark,  trade  name,  advertising  or  other 
commercial  symbol  designating  another 
person  (hereinafter  “franchisor”);  or 

(2)  Indirectly  or  directly  required  or 
advised  to  meet  the  quality  standards 
prescribed  by  another  person 
(hereinafter  “franchisor”)  where  the 
franchisee  operates  under  a  name  using 
the  trademark,  service  mark,  trade 
name,  advertising  or  other  commercial 
symbol  designating  the  franchisor;  and 

[B)(l)  The  franchisor  exerts  or  has 
authority  to  exert  a  significant  degree  of 
control  over  the  franchisee’s  method  of 
operation,  including  but  not  limited  to, 
the  franchisee's  business  organization, 
promotional  activities,  management, 
marketing  plan  or  business  affairs;  or 

(2)  The  franchisor  gives  significant 
assistance  to  the  franchisee  in  the 
latter’s  method  of  operation,  including, 
but  not  limited  to,  the  franchisee’s 
business  organization,  management, 
marketing  plan,  promotional  activities, 
or  business  affairs:  Provided,  however. 
That  assistance  in  the  franchisee’s 
promotional  activities  shall  not,  in  the 
absence  of  assistance  in  other  areas  of 
the  franchisee’s  method  of  operation, 
constitute  significant  assistance;  or 

{ii)(A)  A  person  (hereinafter 
“franchisee”)  offers,  sells,  or  distributes 
to  any  person  other  than  a  “franchisor” 
(as  hereinafter  defined),  goods, 
commodities,  or  services  which  are: 

(1)  Supplied  by  another  person 
(hereinafter  “franchisor”),  or 

(2)  Supplied  by  a  third  person  (e.g.,  a 
supplier)  with  whom  the  franchisee  is 
directly  or  indirectly  required  to  do 
business  by  another  person  (hereinafter 
“franchisor”);  or 

(3)  Supplied  by  a  third  person  (e.g.,  a 
supplier)  with  whom  the  franchisee  is 
directly  or  indirectly  advised  to  do 
business  by  another  person  (hereinafter 
“franchisor”)  where  such  third  person  is 
affiliated  with  the  franchisor;  and 

(B)  The  franchisor: 

(1)  Secures  for  the  franchisee  retail 
outlets  or  accounts  for  said  goods, 
commodities,  or  services:  or 

(2)  Secures  for  the  franchisee 
locations  or  sites  for  vending  machines, 
rack  displays,  or  any  other  product  sales 
display  used  by  the  franchisee  in  the 
offering,  sale,  or  distribution  of  said 
goods,  commodities,  or  services:  or 

(3)  Provides  to  the  franchisee  the 
sei-vices  of  a  person  able  to  secure  the 
retail  outlets,  accounts,  sites  or  locations 


referred  to  in  paragraph  (a)(l)(ii)(B)  (1) 
and  (2)  above:  and 

(2)  The  franchisee  is  required  as  a 
condition  of  obtaining  or  commencing 
the  franchise  operation  to  make  a 
payment  or  a  commitment  to  pay  to  the 
franchisor,  or  to  a  person  affiliated  with 
the  franchisor. 

(3)  Exemptions.  The  provisions  of  this 
part  shall  not  apply  to  a  franchise: 

(i)  Which  is  a  “fractional  franchise”; 
or 

(ii)  Where  pursuant  to  a  lease,  license, 
or  similar  agreement,  a  person  offers, 
sells,  or  distributes  goods,  commodities, 
or  services  on  or  about  premises 
occupied  by  a  retailer-grantor  primarily 
for  the  retailer-grantor’s  own 
merchandising  activities,  which  goods, 
commodities,  or  services  are  not 
purchased  from  the  retailer-grantor  or 
persons  whom  the  lessee  is  directly  or 
indirectly  (A)  required  to  do  business 
with  by  the  retailer-grantor  or  (B) 
advised  to  do  business  with  by  the 
retailer-grantor  where  such  person,  is 
affiliated  with  the  retailer-grantor,  or 

(iii)  Where  the  total  of  the  payments 
referred  to  in  paragraph  (a)(2)  of  this 
section  made  during  a  period  from  any 
time  before  to  within  6  months  after 
commencing  operation  of  the 
franchisee’s  business,  is  less  than  $500: 
or 

(iv)  Where  there  is  no  writing  which 
evidences  any  material  term  or  aspect  of 
the  relationship  or  arrangement. 

(4)  Exclusions.  The  term  “franchise” 
shall  not  be  deemed  to  include  any 
continuing  commercial  relationship 
created  solely  by: 

(i)  The  relationship  between  an 
employer  and  an  employee,  or  among 
general  business  partners:  or 

(ii)  Membership  in  a  bona  fide 
“cooperative  association”:  or 

(iii)  An  agreement  for  the  use  of  a 
trademark,  service  mark,  trade  name, 
seal,  advertising,  or  other  commercial 
symbol  designating  a  person  who  offers 
on  a  general  basis,  for  a  fee  or 
otherwise,  a  bona  fide  service  for  the 
evaluation,  testing,  or  certification  of 
goods,  commodities,  or  services; 

(iv)  An  agreement  between  a  licensor 
and  a  single  licensee  to  license  a 
trademark,  trade  name,  service  mark, 
advertising  or  other  commercial  symbol 
where  such  license  is  the  only  one  of  its 
general  nature  and  type  to  be  granted  by 
the  licensor  with  respect  to  that 
trademark,  trade  name,  service  mark, 
advertising,  or  other  commercial  symbol. 

(5)  Any  relationship  which  is 
represented  either  orally  or  in  writing  to 
be  a  franchise  (as  defined  in  this 
paragraph  (a)(1)  and  (2)  of  this  section) 
is  subject  to  the  requirements  of  this 
part. 
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(b)  The  term  “person"  means  any 
individual,  group,  association,  limited  or 
general  partnership,  corporation,  or  any 
other  business  entity. 

(c)  The  term  “franchisor”  means  any 
person  who  participates  in  a  franchise 
relationship  as  a  franchisor,  as  denoted 
in  paragraph  (a)  of  this  section. 

(d)  The  term  “franchisee”  means  any 
person  (1)  who  participates  in  a 
franchise  relationship  as  a  franchisee, 
as  denoted  in  paragraph  (a)  of  this 
section,  or  (2)  to  whom  an  interest  in  a 
franchise  is  sold. 

(e)  The  term  “prospective  franchisee” 
includes  any  person,  including  any 
representative,  agent,  or  employee  of 
that  person,  who  approaches  or  is 
approached  by  a  franchisor  or  franchise 
broker,  or  any  representative,  agent,  or 
employee  thereof,  for  the  purpose  of 
discussing  the  establishment,  or  possible 
establishment,  of  a  franchise 
relationship  involving  such  a  person. 

(f)  The  term  “business  day”  means 
any  day  other  than  Saturday,  Sunday,  or 
the  following  national  holidays:  New 
Year’s  Day,  Washington’s  Birthday, 
Memorial  Day,  Independence  Day, 

Labor  Day,  Columbus  Day,  Veterans’ 
Day,  Thanksgiving,  and  Christmas. 

(g)  The  term  “time  for  making  of 
disclosures”  means  ten  (10)  business 
days  prior  to  the  earlier  of  (1)  the 
execution  by  a  prospective  franchisee  of 
any  franchise  agreement  or  any  other 
agreement  imposing  a  binding  legal 
obligation  on  such  prospective 
franchisee,  about  which  the  franchisor, 
franchise  broker,  or  any  agent, 
representative,  or  employee  thereof, 
knows  or  should  know,  in  connection 
with  the  sale  or  proposed  sale  of  a 
franchise,  or  (2)  the  payment  by  a 
prospective  franchisee,  about  which  the 
franchisor,  franchise  broker,  or  any 
agent,  representative,  or  employee 
thereof,  knows  or  should  know,  of  any 
consideration  in  connection  with  the 
sale  or  proposed  sale  of  a  franchise. 

(h)  The  term  “fractional  franchise” 
means  any  relationship,  as  denoted  by 
paragraph  (a)  of  this  section,  in  which 
the  person  described  therein  as  a 
franchisee,  or  any  of  the  current 
directors  or  executive  officers  thereof, 
has  been  in  the  type  of  business 
represented  by  the  franchise 
relationship  for  more  than  2  years  and 
the  parties  anticipated,  or  should  have 
anticipated,  at  the  time  the  agreement 
establishing  the  franchise  relationship 
was  reached,  that  the  sales  arising  from 
the  relationship  would  represent  no 
more  than  20  percent  of  the  sales  in 
dollar  volume  of  the  franchisee. 

(i)  The  term  “affiliated  person”  means 
a  person  (as  defined ‘in  paragraph  (b)  of 
this  section): 


(1)  Which  directly  or  indirectly 
controls,  is  controlled  by,  or  is  imder 
common  control  with,  a  franchisor;  or 

(2)  Which  directly  or  indirectly  owns, 
controls,  or  holds  with  power  to  vote,  10 
percent  or  more  of  the  outstanding 
voting  securities  of  a  franchisor;  or 

(3)  Which  has,  in  common  with  a 
franchisor,  one  or  more  partners, 
officers,  directors,  trustees,  branch 
managers,  or  other  persons  occupying 
similar  status  or  performing  similar 
functions. 

(j)  The  term  “franchise  broker”  means 
any  person  other  than  a  franchisor  or  a 
franchisee  who  sells,  offers  for  sale,  or 
arranges  for  the  sale  of  a  franchise. 

(k)  The  term  “sale  of  a  franchise” 
includes  a  contract  or  agreement 
whereby  a  person  obtains  a  franchise  or 
interest  in  a  franchise  for  value  by 
purchase,  license,  or  otherwise.  This 
term  shall  not  be  deemed  to  include  the 
renewal  or  extension  of  an  existing 
franchise  where  there  is  no  interruption 
in  the  operation  of  the  franchised 
business  by  the  franchisee,  unless  the 
new  contracts  or  agreements  contain 
material  changes  from  those  in  effect 
between  the  franchisor  and  franchisee 
prior  thereto. 

(l)  A  “cooperative  association”  is 
either  (1)  an  association  of  producers  of 
agricultural  products  authorized  by 
section  1  of  the  Capper-Volstead  Act,  7 
U.S.C.  291;  or  (2)  an  organization 
operated  on  a  cooperative  basis  by  and 
for  independent  retailers  which 
wholesales  goods  or  furnishes  services 
primarily  to  its  member-retailers. 

(m)  The  term  “fiscal  year”  means  the 
franchisor’s  fiscal  year. 

(n)  the  terms  “material,”  “material 
fact,”  and  “material  change”  shall 
include  any  fact,  circumstance,  or  set  of 
conditions  which  has  a  substantial 
likelihood  of  influencing  a  reasonable 
franchisee  or  a  reasonable  prospective 
franchisee  in  the  making  of  a  significant 
decision  relating  to  a  named  franchise 
business  or  which  has  any  significant 
financial  impact  on  a  franchisee  or 
prospective  franchisee. 

(o)  The  term  “personal  meeting” 
means  a  face-to-face  meeting  between  a 
franchisor  or  franchise  broker  (or  any 
agent,  representative,  or  employee 
thereof)  and  a  prospective  franchisee 
which  is  held  for  the  purpose  of 
discussing  the  sale  or  possible  sale  of  a 
franchise. 

§  436.3  Severability. 

If  any  provision  of  this  part  or  its 
application  to  any  person,  act,  or 
practice  is  held  invalid,  the  remainder  of 
the  part  or  the  application  of  its 
provisions  to  any  person,  act,  or  practice 
shall  not  be  affected  thereby. 


Note  1. — ^The  Commission  expresses  no 
opinion  as  to  the  legality  of  any  practice 
mentioned  in  this  part.  A  provision  for 
disclosure  should  not  be  construed  as 
condonation  or  approval  with  respect  to  the 
matter  required  to  be  disclosed,  nor  as  an 
indication  of  the  Commission's  intention  not 
to  enforce  any  applicable  statute. 

Note  2. — By  taking  action  in  this  area,  the 
Federal  Trade  Commission  does  not  intend  to , 
annul,  alter,  or  affect,  or  exempt  any  person 
subject  to  the  provisions  of  this  part  from 
complying  with  the  laws  or  regulations  of  any 
State,  municipality,  or  other  local  government 
with  respect  to  franchising  practices,  except 
to  the  extent  that  those  laws  or  regulations 
are  inconsistent  with  any  provision  of  this 
part,  and  then  only  to  the  extent  of  the 
inconsistency.  For  the  purposes  of  this  part,  a 
law  or  regulation  of  any  State,  municipality, 
or  other  local  government  is  not  inconsistent 
with  this  part  if  the  protection  such  law  or 
regulation  affords  any  prospective  franchisee 
is  equal  to  or  greater  than  that  provided  by 
this  part.  Examples  of  provisions  which 
provide  protection  equal  to  or  greater  than 
that  provided  by  this  part  include  laws  or 
regulations  which  require  more  complete 
record  keeping  by  the  franchisor  or  the 
disclosure  of  more  complete  information  to 
the  franchisee. 

Note  3. — [As  per  §  436.1(a)(24)  of  this  part): 
DISCLOSURE  STATEMENT 

Pursuant  to  16  CFR  436.1  et  seq.,  a  Trade 
Regulation  Rule  of  the  Federal  Trade 
Commission  regarding  Disclosure 
Requirements  and  Prohibitions  Concerning 
Franchising  and  Business  Opportunity 
Ventures,  the  following  information  is  set 
forth  on  [name  of  franchisor]  for  your 
examination; 

1.  IDENTIFYING  INFORMATION  AS  TO 
FRANCHISOR. 

2.  BUSINESS  EXPERIENCE  OF 
FRANCHISOR’S  DIRECTORS  AND 
EXECUTIVE  OFFICERS. 

3.  BUSINESS  EXPERIENCE  OF  THE 
FRANCHISOR. 

4.  LITIGATION  HISTORY. 

5.  BANKRUPTCY  HISTORY. 

6.  DESCRIPTION  OF  FRANCHISE. 

7.  INITIAL  FUNDS  REQUIRED  TO  BE 
PAID  BY  A  FRANCHISEE. 

8.  RECURRING  FUNDS  REQUIRED  TO  BE 
PAID  BY  A  FRANCHISEE. 

9.  AFFILIATED  PERSONS  THE 
FRANCHISEE  IS  REQUIRED  OR  ADVISED 
TO  DO  BUSINESS  WITH  BY  THE 
FRANCHISOR. 

10.  OBLIGA'nONS  TO  PURCHASE. 

11.  REVENUES  RECEIVED  BY  THE 
FRANCHISOR  IN  CONSIDERATION  OF 
PURCHASES  BY  A  FRANCHISEE. 

12.  HNANCING  ARRANGEMENTS. 

13.  RESTRICTION  OF  SALES. 

14.  PERSONAL  PARTICIPATION 
REQUIRED  OF  THE  FRANCHISEE  IN  THE 
OPERATION  OF  THE  FRANCHISE. 

15.  TERMINATION.  CANCELLATION. 
AND  RENEWAL  OF  THE  FRANCHISE. 

16.  STATISTICAL  INFORMA-HON 
CONCERNING  THE  NUMBER  OF 
FRANCHISES  (AND  COMPANY-OWNED 
OUTLETS). 

17.  SITE  SELECTION. 
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18.  TRAININGJROGRAMS. 

19.  PUBLIC  HGURE  INVOLVEMENT  IN 
THE  FRANCHISE. 

20.  FINANCIAL  INFORMATION 
CONCERNING  THE  FRANCHISOR. 

Effective  October  21, 1979. 

By  direction  of  the  Commission  dated  July 
25, 1979. 

Carol  M.  Thomas, 

Secretary. 
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